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PRODUCTIVITY THAT'S ALWAYS WITH YOU 


What if you had a team of experts working to help your firm squeeze more 
productivity out of every click? An army of technologists and tax specialists 
behind the scenes every day, ensuring that your software performs 
flawlessly and making every tax season more productive than the last? 


It’s intriguing. And it’s exactly what you get with UltraTax CS. Not to 
mention a profession-leading list of integrated features, including: 


¢ The most advanced client portal technology in the profession. 
° Online invoicing, credit card payment acceptance, and much more. 


¢ Source document scanning and advanced data sharing technology 
that can turn a series of complex processes into one simple workflow. 


What could you do with an always-on connection to the most powerful 
minds in tax and accounting software? It’s time to find out. 


THOMSON REUTERS” 


PREPARED FOR 


Becker Professional Education offers two powerful ways to develop 
your people and enhance the value of your organization. 


CPA Exam Review 
- More than 400,000 candidates have passed the CPA Exam with Becker. 


- Students who prepare with Becker pass the exam at double the rate 
of non-Becker candidates* 


Continuing Professional Education 

- Covers the critical topics your people need to know such as 
IFRS, revenue recognition and fair value. 

- Two convenient formats: webcast and on-demand 


Visit becker.com to learn more 


*Becker Professional Education students pass at twice the rate of all CPA exam candidates who 
did not take a review course from Becker, based on averages of AICPA-published pass rates. Data 
verified by an independent, third-party firm. 

©2010 Becker Professional Development Corporation. All rights reserved. 


WHO'S GROWING WITH US 


- The Big 4 and Global 7 accounting firms. 


- 97. of the top 100 accounting firms. 


- More than 1,500 accounting 
firms, alliances, corporations, 
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Winn-Dixie gets the big picture on sales tax issues 
that change from state to state — and donut to donut. 


In one state, there’s the six-donut rule: sell fewer than six donuts and sales tax applies; more than six 
is considered nontaxable. In another, it’s the half-pint rule: sell less than a half-pint of ice cream and it’s 
taxable — but more than a half-pint is free of sales tax. 


“Winn-Dixie carries more than 48,000 products in nearly 500 grocery 

a , stores we operate across five states in the Southeast. Searching state- 
a / nte l [ / Cc onnect by-state for answers to a range of sales tax issues used to be tedious. 
ea With IntelliConnect®, it’s easy. | simply put in the search request, get — 
the answers for all five states at once, and move on to the next issue.” 

Rich Tansi, Manager, Sales/Use & Property Tax, Winn-Dixie Stores, Inc. 


To learn how IntelliConnect can reas for you 
@ Call us at 888-CCH-REPS (888-224-7377) 


om 26 @ Visit us online at CCHGroup.com/Donuts2 
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TAX / WEALTH MANAGEMENT 
A Sea Change for Gift and Estate 


Planning 


by Paul Bonner 

In an interview, PFP practitioner, writer and lecturer Martin Shenkman surveys 
some current issues in gift and estate tax and how CPAs can help clients make the 
most of the law’s recent shifts and new developments. 


> For CPAs who provide estate, tax and wealth management services 
2 8 Estate Tax or Carryover Basis? 
by Justin P. Ransome, CPA, J.D., and Frances Schafer, J.D. 
While the new $5 million estate and gift tax exclusion is a game-changer, executors 
for estates of decedents dying in 2010 face the perplexing option of electing out of 
the estate tax in favor of the prior-law carryover basis regime. Here are some consid- 


erations for them before the extended Sept. 17, 2011, due date for estate tax returns. 
> For CPAs who provide tax and wealth planning services 
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36 | AUDITING 
PCAOB Set to Expand Under 


New Mandates 
by Matthew G. Lamoreaux 


PCAOB Chairman James R. Doty, in an 
exclusive JofA interview, explains the 
board’s priorities in the wake of last 
year’s passage of the Dodd-Frank Wall 
Street Reform and Consumer Protection 
Act and the Supreme Court decision 
that left the board intact in the face of a 


constitutional challenge. 
> For CPAs who audit public companies 
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40 | PRACTICE MANAGEMENT 
Revitalize Your Firm's Marketing 


Strategy 
by Gordon G. Andrew 


When executing a marketing strategy, 
many CPA firms aren't getting the tangi- 
ble results expected from their market- 
ing investment. By avoiding some com- 
mon mistakes and implementing the 
solutions in this article, firms can maxi- 


mize their marketing effectiveness. 
For CPAs in public practice 
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46 | ATTESTATION 
Expanding Service Organization 


Controls Reporting 
by Chris Halterman, CPA 


SAS no. 70 reports have been vital in 
helping auditors of businesses that out- 
source work to evaluate the effectiveness 
of internal control over financial report- 
ing. Now a new type of report is avail- 
able that focuses on security, availability 


and privacy of that outsourced work. 

> For CPAs in public practice, especially those who 
are familiar with reports performed using SAS no. 
70 and SSAE no. 16 





52 | TECHNOLOGY / PRACTICE 
MANAGEMENT 


GAPP Targets Privacy Risks 
by Dan Schroeder, CPA/CITP, and 
Nancy A. Cohen, CPA/CITP 


This article provides an overview of cur- 
rent and emerging privacy-related risks 
and demonstrates how businesses can 
address those risks by leveraging the 
AICPA/CICA’s Generally Accepted Priva- 


cy Principles (GAPP) framework. 
> For CPAs in public practice and those in business 
and industry with compliance responsibilities @ 
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SOCIAL MEDIA TIP 


YouTube Sharing Options 
YouTube is the third most-used 
website in the world and is a 
great resource for videos on top- 
ics that interest you—both profes- 
sional and personal. Here's a 
handy tip for sharing YouTube 
videos more efficiently. 

You can add a short command 
to the end of a YouTube link that 
cues a video to start at a specific 
time within the video. Here's an 

example: To start a YouTube 
video 1 minute, 30 seconds into 
the video, add #t=1m30s at the 
end of the link. When you email 
or share this link with friends or 
colleagues, it will automatically 
begin 1 minute, 30 seconds into 
the video. 

The site also includes built-in 
Facebook and Twitter sharing with 
the option to start a video at a 
specific time. To share a video, 
click “Share” underneath the video 
player, then “show options” and 
check the “Start at:” box. Then 
enter the time stamp for when 
you'd like the video to begin and 
choose whether to email the link 
or share it on social media sites. 

For more tips and how-to's, 
visit facebook.com/Journalof 
Accountancy and click the 
“Social Media Tips” link in the left 


column. 
—Megan Pinkston (mpinkston@aicpa. 
org) is the JofA’s senior online editor. 
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@ FEATURED CONTENT 

The Most Popular JofA Stories of 2011 (So Far) 

Use this list of the most popular articles to catch up on 
important news you may have missed in the first half of 
2011. It includes the Top 10 most-read articles from the 
JofA’s January through June print editions, plus the Top 
10 most popular online-only news articles posted on 
journalofaccountancy.com in the first six months of 
2011. The list is available at tinyurl.com/Stuby4m. 





ONLINE EXTRAS 


@ VIDEO 

The Politically Active CPA 

Who’s better equipped to balance budgets and solve other financial 
dilemmas than CPAs? Level-headed financial acumen makes CPAs 
well suited to serve in the current political climate, in which finan- 
cial challenges abound. J. Clarke Price, president and CEO of The 
Ohio Society of CPAs, discusses the value CPAs can offer elected of- ae 
ficials and government organizations and how to get involved. The video is Prralenle 
at tinyurl.com/42boduz. 





@ VIDEO 

How to Advise Clients With Chronic Illnesses 

Financial planning adviser, author and speaker Martin Shenkman, Esq., CPA/PFS, says 
120 million Americans are grappling with chronic illnesses. Many haven't consulted a 
financial adviser or broached the topic of their diagnosis with a planner. Shenkman 
outlines how financial planners can help, from reviewing insurance coverage and ben- 
efit opportunities to evaluating investment allocation, and highlights resources and 
tools available to CPAs. The video is available at tinyurl.com/638ceovu. 


@ VIDEO 

Integrated Reporting Update 

Watch updates from key accounting leaders on the International 
Integrated Reporting Committee’s progress on developing a frame- 
work to merge sustainability and financial reports. The video is 
available at tinyurl.com/6x77vro. 
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| Tabbie Awards; Trade, Association and Business Publications International 
@ 2010 Silver: Association/Non-Profit Website 

Eddie Awards; Folio: magazine 
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(and money) on client W-2 & 1099 
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- Robert, Greatland customer 
CPA from Boston 






Complete W-2 & 1099 reporting products and services for CPAs Pit over 20,000 


Electronic filing services for Software CPAs i As 
x As in efficient. 
Federal, State & Recipient reporting Compliance Information : ii 


Paper Forms 


— W-2 & 1099 reporting 


Dedicated service representatives 


(5RE ATLANIT) : www.Greatland.com - 800.968.1099 


Where W-2's & 1099's are done!’ | facebook/GreatlandCorp ae twitter@GreatlandCorp 
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@ A Sea Change for Gift and Estate Planning page 24 
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August 10-12, 2011 © Ritz Carlton, New Orleans, LA 
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The first AICPA conference geared toward emerging 
leaders, this conference gives your career the “EDGE” 
by developing the appropriate skills and strategies. 
Hear from leaders in the CPA profession on refining 
your leadership skills, positioning your personal brand 
to get the results you want, and making the transition to 
a managerial role. Receive updates on tax, accounting 
and auditing, financial planning, and advance your 
interpersonal and communication skills during these 


three dynamic days geared to your career growth. 
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NewsDigest 


FINANCIAL REPORTING 

@ A staff paper published in May by the 
SEC’s Office of the Chief Accountant 
(OCA) presents in detail and solicits com- 
ments on the so-called “condorsement” ap- 
proach to incorporating IFRS into the U.S. 
financial reporting system. 

“The Staff’s discussion in this Staff Paper 
is not intended to suggest that the Com- 
mission has determined to incorporate 
IFRS,” the paper says, “or that the discussed 
framework is the preferred approach or 
would be the only possible approach.” 

The paper summarizes other jurisdic- 
tions’ approaches and outlines con- 
dorsement as another possible option, 
elaborating on the concept introduced in 
December by a member of the OCA staff 
at the AICPA National Conference on 
Current SEC and PCAOB Developments. 
The paper was published as an update on 
the SEC staff's Work Plan for global ac- 
counting standards. 

“Importantly, the framework would re- 
tain a U.S. standard setter and would facil- 
itate the transition process by incorporating 
IFRSs into U.S. GAAP over some defined pe- 
riod of time (e.g., five to seven years),” the 
paper notes. “At the end of this period, the 
objective would be that a U.S. issuer com- 
pliant with U.S. GAAP should also be able 
to represent that it is compliant with IFRS 
as issued by the IASB.” 

“The focus of this Staff Paper is to out- 
line a possible approach for incorporation 
of IFRS into the U.S. financial reporting 
system, if the Commission were to decide 
that incorporation of IFRS is in the best in- 
terest of U.S. investors,” OCA reported. 
“This [paper] does not provide an exten- 
sive discussion of a potential timeline of in- 
corporation.” 

The staff paper is available at tinyurl. 
com/3wkej8m. The SEC Work Plan is 
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HIGHLIGHTS 





The AICPA Governing Council unanimously approved a new creden- 
tial called the Chartered Global Management Accountant (CGMA), a joint 
venture of the AICPA and the London-based Chartered Institute of Management 
Accountants (CIMA). 

Qualifying AICPA voting members will have the most favored pathway for ob- 
taining the new credential. The credential advances the science of management 
accounting, while supporting and growing the U.S. CPA as the worldwide stan- 
dard of professional excellence in accounting. The credential recognizes the unique 
competencies and expertise of management accountants who are leading the world’s 
most successful organizations and providing employers with the talent and skills 
needed to drive sustainable business outcomes. 

AICPA voting members who work in business, industry, government, not-for-prof- 
it and consulting will be invited to obtain the credential by verifying they have a re- 
quired three years of qualifying experience. CPAs who are members of both the AICPA — 
and their state CPA society will be eligible for a special discounted annual fee. 

In addition to management accountants, the CGMA may appeal to account- 
ants working in other environments. For example, members in public accounting 
with practice management or management accounting experience may consider 
pursuing this credential to highlight these specific skill sets to their clients and with- 


in their markets. 


available at tinyurl.com/356rwmn. The SEC 
is seeking comments by July 31. Comments 
can be made through the SEC website. 
@ FASB and the International Accounting 
Standards Board (IASB) issued guidance on 
fair value measurement and disclosure re- 
quirements that the boards said in a press 
release is “largely identical” across IFRS and 
U.S. GAAP 

The guidance, set out in IFRS 13, Fair 
Value Measurement, and FASB Accounting 
Standards Update no. 2011-04, Fair Value 
Measurement (Topic 820)—Amendments to 
Achieve Common Fair Value Measurement 
and Disclosure Requirements in U.S. GAAP 
and IFRSs, completes a major project of the 
boards’ joint work to improve IFRS and U.S. 
GAAP and to bring about their conver- 
gence. The boards said the harmonization 
of fair value measurement and disclosure re- 
quirements internationally also forms an 
important element of the boards’ response 


(Continued on page 17) 


to the global financial crisis. 

The requirements do not extend the use 
of fair value accounting, but provide guid- 
ance on how it should be applied where its 
use is already required or permitted by other 
standards within IFRS or U.S. GAAP. 

ASU no. 2011-04 supersedes most of 
the guidance in Accounting Standards 
Codification Topic 820 (formerly FASB 
Statement no. 157), although many of the 
changes are clarifications of existing guid- 
ance or wording changes to align with 
IFRS 13. It also reflects FASB’s considera- 
tion of the different characteristics of pub- 
lic and nonpublic entities and the needs 
of users of their financial statements. Non- 
public entities will be exempt from a num- 
ber of the new disclosure requirements. 

The amendments in ASU no. 2011-04 
change the wording used to describe the re- 
quirements in U.S. GAAP for measuring fair 


value and for disclosing information about > 
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fair value measurements. The amendments 
include the following: 

1. Those that clarify the board’s intent 
about the application of existing fair 
value measurement and disclosure re- 
quirements; and 

2. Those that change a particular prin- 


ciple or requirement for measuring 


fair value or for disclosing informa- 
tion about fair value measurements. 

In addition, FASB said that to improve 
consistency in application across jurisdic- 
tions, some changes in wording were nec- 
essary to ensure that U.S. GAAP and IFRS 
fair value measurement and disclosure re- 
quirements are described in the same way 
(for example, using the word shall rather 
than should to describe the requirements 
in U.S. GAAP). 

The IASB said IFRS 13, Fair Value Meas- 
urement, will improve consistency and re- 
duce complexity by providing, for the first 
time, a precise definition of fair value and a 
single source of fair value measurement and 
disclosure requirements for use across IFRS. 

“The finalization of this project marks 
the completion of a major convergence 
project and is a fundamentally important 
element of our joint response to the glob- 
al financial crisis,” IASB Chairman Sir 
David Tweedie said in a press release. “The 
result is clearer and more consistent guid- 
ance on measuring fair value, where its use 
is already required.” 

“This update represents another positive 
step toward the shared goal of globally con- 
verged accounting standards,” FASB Chair- 
man Leslie Seidman said in the press release. 
“Having a consistent meaning of the term 
‘fair value’ will improve the consistency of 
financial information around the world.” 

The amendments in ASU no. 2011-04 
must be applied prospectively. For public 
entities, the amendments are effective dur- 
ing interim and annual periods beginning 
after Dec. 15, 2011. For nonpublic entities, 
the amendments are effective for annual pe- 
riods beginning after Dec. 15, 2011. Early 
application by public entities is not permit- 
ted. Nonpublic entities may apply the 
amendments early, but no earlier than for in- 
terim periods beginning after Dec. 15, 2011. 
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ASU no. 2011-04 is available at tinyurl. 
com/3bko6sq. 

FASB prepared a “FASB in Focus” 

summary (tinyurl.com/3zsuk6t) and a 
podcast (tinyurl.com/23pqexv) on the 
amendments. The IASB prepared a pod- 
cast (tinyurl.com/6a2kern) and a project 
summary and feedback statement (tinyurl. 
com/3c2zlfv), which explains how the 
IASB responded to feedback received 
during the consultation process. 
l@ FASB issued an Accounting Standards 
Update (ASU) that it said is intended to im- 
prove financial reporting of repurchase 
agreements (“repos”) and other agreements 
that both entitle and obligate a transferor to 
repurchase or redeem financial assets before 
their maturity. 

The board said the amendments in 
ASU no. 2011-03, Transfers and Servicing 
(Topic 860): Reconsideration of Effective Con- 
trol for Repurchase Agreements (available at 
tinyurl.com/3ufllkc), remove from the as- 
sessment of effective control the require- 
ment that the transferor have the ability to 
repurchase or redeem the financial assets, 
as well as implementation guidance relat- 
ed to that requirement. 

“The new guidance improves trans- 
parency by eliminating consideration of 
the transferor’s ability to fulfill its con- 
tractual rights and obligations from the cri- 
teria in determining effective control,” 
FASB Chairman Leslie Seidman said in the 
press release announcing the ASU. 

The ASU does not change other crite- 
ria applicable to the assessment of effective 
control. Those criteria indicate that the 
transferor is deemed to have maintained ef- 
fective control over the financial assets 
transferred (and thus must account for the 
transaction as a secured borrowing) for 
agreements that both entitle and obligate 
the transferor to repurchase or redeem the 
financial assets before their maturity if all 
of the following conditions are met: 

1. The financial assets to be repurchased 
or redeemed are the same or substan- 
tially the same as those transferred. 

2. The agreement is to repurchase or re- 
deem them before maturity, at a fixed 
or determinable price. 





3. The agreement is entered into con- 
temporaneously with, or in contem- 
plation of, the transfer. 

In a typical repo transaction, an entity 
transfers financial assets to a counterparty 
in exchange for cash with an agreement for 
the counterparty to return the same or 
equivalent financial assets for a fixed price 
in the future. Accounting Standards Codi- 
fication Topic 860, Transfers and Servicing, 
prescribes when an entity may or may not 
recognize a sale upon the transfer of finan- 
cial assets subject to repo agreements. That 
determination is based, in part, on whether 
the entity has maintained effective control 
over the transferred financial assets. 

The ASU is effective for the first inter- 
im or annual period beginning on or after 
Dec. 15, 2011. The guidance should be 
applied prospectively to transactions or 
modifications of existing transactions that 
occur on or after the effective date. Early 
adoption is not permitted. 
® An SEC study of section 404(b) of the 
Sarbanes-Oxley Act recommends no new 
exemptions to the requirements. The study 
by the SEC’s Office of the Chief Account- 
ant was mandated by the Dodd-Frank 
Wall Street Reform and Consumer Pro- 
tection Act. Its scope was restricted to 
companies with a market capitalization be- 
tween $75 million and $250 million. 

The findings recommend maintaining 
existing requirements of section 404(b) for 
accelerated filers in general. It also calls for 
actions “that have potential to further im- 
prove both effectiveness and efficiency of 
section 404(b) implementation.” 

The 404(b) requirements, which focus 
on the auditor's report on internal control 
over financial reporting (ICFR), have been 
in place since 2004 for domestic issuers 
and 2007 for foreign private issuers. In 
June 2007, the PCAOB issued Auditing 
Standard no. 5, An Audit of Internal Control 
Over Financial Reporting That Is Integrated 
with An Audit of Financial Statements, to ad- 
dress the costs in conducting an effective 
audit of internal controls and feedback on 
section 404(b). 

Dodd-Frank tasked the SEC with de- 
termining how the commission could 
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reduce the burden of complying with sec- 
tion 404(b) for smaller accelerated filers, 
while maintaining investor protections for 
such companies. It also required a review 
of whether a complete exemption for such 
companies from section 404(b) compli- 
ance would encourage companies to list 
on U.S. exchanges in their initial public 
offerings (IPOs), 

“The staff's analysis shows that the 
United States has not lost U.S.-based com- 
panies filing IPOs to foreign markets for 
the range of issuers that would likely be 
in the $75 (million) to $250 million pub- 
lic float range after the IPO,” according to 
the study. “While U.S. markets’ share of 
worldwide IPOs raising $75 (million) to 
$250 million has declined over the past 
five years, there is no conclusive evidence 
from the study linking the requirements of 
section 404(b) to IPO activity,” the SEC 
staff concluded. 

The study addresses the auditor attes- 
tation requirement with respect to an is- 
suer’s ICFR pursuant to section 404(b). It 
does not address management’s respon- 
sibility for reporting on the effectiveness 
of ICFR pursuant to section 404(a) of the 
Sarbanes-Oxley Act. 

Based on its review of prior academic 
and other research on section 404, the SEC 
study drew four conclusions: 

@ The cost of compliance with section 
404(b), including both total costs 
and audit fees, has declined since the 
2007 reforms under AS5; 

_® Research has found no conclusive 
evidence linking the enactment of 
section 404(b) to decisions by issuers 
to exit the reporting requirements of 
the SEC, including ICFR reporting; 

@ Auditor involvement in ICFR is pos- 
itively correlated with more accurate 
and reliable disclosure of all ICFR 
deficiencies, and restatement rates 
for issuers with the auditor attesta- 
tion is lower than that for issuers 
without this attestation; and 

m@ Disclosure of internal control weak- 
nesses conveys relevant information 
to investors. 

In its recommendations section, the 
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CGMAs worldwide will have access to a variety of materials and publications, 
a proprietary website housing resources to help them develop management ac- 
counting competencies and a global social online network and community. To guide 
their professional development, CGMAs will tap into a self-directed competency 
assessment tool. This new platform will help them understand the skill sets they 
need to remain relevant and valued in the rapidly changing business world and 
identify courses of action to meet their objectives. 

Started in 1919, CIMA represents more than 183,000 members and students 
in 168 countries. CIMA’s curriculum prepares students and professionals in the 
business, industry, government and not-for-profit arenas for careers as manage- 


ment accounting professionals. 


CIMA has created strong relationships with employers, universities and high- 
school-level academies and maintains strong visibility in countries such as the Unit- 
ed Kingdom, Ireland, India, China, South Africa and Australia. 

For more information about the CGMA and what it means o the profession, 


visit www.cgma.com. 


report said that at the request of SEC Chair- 
man Mary Schapiro, the SEC staff “is taking 
a fresh look at several of the commission’s 
rules, beyond those related to section 
404(b), to develop ideas for the commis- 
sion about ways to reduce regulatory bur- 
dens on small business capital formation 
in a manner consistent with investor pro- 
tection. However, the Dodd-Frank Act al- 
ready exempted approximately 60% of 
reporting issuers from section 404(b), and 
the staff does not recommend further ex- 
tending this exemption.” 

The report suggests that the PCAOB 
consider publishing observations, beyond 
those previously published in September 
2009, on the performance of audits con- 
ducted in accordance with AS5. These 
observations could help auditors in per- 
forming top-down, risk-based audits of 
ICFR, the report states, and could high- 
light lessons that can be learned from 
internal control deficiencies identified 
through PCAOB inspections. 

The SEC staff is also monitoring the 
work of the Committee of Sponsoring Or- 
ganizations of the Treadway Commission 
(COSO) to review and update its internal 
control framework, which “is the most 
common framework used by management 
and the auditor alike in performing as- 


sessments of ICFR,” the report said. 

The study’s analysis of prior research 

found, among other things, that: 

@ More internal control weaknesses 
were discovered by the auditor (or au- 
ditor and client jointly) and by con- 
trol tests rather than substantive tests. 

@ Disclosures of material weaknesses 
under section 302 were more likely 
in the fourth quarter when auditors 
were on-site at the client’s office most 
frequently and when the audit firm or 
office had experience with section 
404 audits. 

lm The majority of internal control defi- 
ciencies that were classified by the au- 
ditor as a significant deficiency or a 
material weakness were initially clas- 
sified by the issuer as less severe. 

@ FASB issued an exposure draft of a pro- 
posed Accounting Standards Update in- 
tended to simplify how businesses are 
required to test goodwill for impairment. 
“Nonpublic companies have expressed 
concerns to the board about the cost and 
complexity of performing the goodwill 
impairment test,” FASB member Daryl 
Buck said in a press release. “The propos- 
als contained in this Update are intended 
to address those concerns and to simplify 


and improve the process for public and > 
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Small Plans Dominate Private Pensions 


Almost 180,000 new plans were created from 2003 through 2007, according to a 
U.S. Government Accountability Office study. The vast majority had fewer than 100 
members. Professional groups such as doctors, lawyers and dentists sponsored about 
43% of the new defined benefit plans, the GAO found. 


mania 


Newly Formed Private Pension Plans, 2003-2007 


® Defined benefit, 2100 members 
® Defined benefit, <100 members 


nonpublic entities alike.” The amendments 
would allow an entity to first assess qual- 
itative factors, what FASB describes in a 
primer (available at tinyurl.com/3kdldlv) 
on the proposal as events and circum- 
stances, to determine whether it is neces- 
sary to perform the two-step quantitative 
goodwill impairment test. 

Current guidance requires an entity to 
test goodwill for impairment at least an- 
nually by first comparing the fair value of 
a reporting unit with its carrying amount, 
including goodwill. If the fair value of a re- 
porting unit is less than its carrying 
amount, then the second step of the test 
must be performed to measure the amount 
of impairment loss, if any. 

Under the proposed amendments, an 
entity would not be required to calculate 


&§ Defined contribution, 2100 members 
™ Defined contribution, <100 members 


~~ 391 - Less Than 1% 
~~ 6,017 - 3% 

~ 14,150 - 8% 

~ 158,571 - 89% 


Source: U.S. Government 

Accountability Office, 

Private Pensions; Some Key 

Features Lead to an Uneven 

Distribution of Benefits, tinyurl.com/4xerqg3. 





the fair value of a reporting unit unless it 
determines, based on a qualitative assess- 
ment, that it is more likely than not that 
its fair value is less than its carrying 
amount. The proposals include a number 
of factors to consider in conducting the 
qualitative assessment. 

The proposal, which is available at 
tinyurl.com/3t6pltp,would allow an entity 
to opt to bypass the qualitative assessment 
for any reporting unit in any period and pro- 
ceed directly to performing the first step of 
the two-step test. If approved, the changes 
would be effective for annual and interim 
goodwill impairment tests performed for fis- 
cal years beginning after Dec. 15, 2011, and 
early adoption would be permitted. 

@ FASB and the IASB in April published 
a progress report on their joint conver- 





gence projects (find the report at tinyurl. 
com/6xn2qlc), Since their previous report 
in November, the boards had: 

™ Completed five projects. In the next 
few weeks, the IASB said it would 
issue new standards on consolidat- 
ed financial statements (including 
disclosure of interests in other enti- 
ties), joint arrangements and post- 
employment benefits. Both boards 
also said they would issue new re- 
quirements in relation to fair value 
measurement and the presentation of 
other comprehensive income. 

@ Made progress on the three remain- 
ing Memorandum of Understanding 
(MoU) projects—covering financial 
instruments accounting, leasing and 
revenue recognition—as well as in- 
surance accounting. 

@ Provided for further time to finalize 
their convergence work. The boards 
agreed to extend the timetable for the 
remaining priority convergence proj- 
ects beyond June to permit further 
work and consultation with stake- 
holders. The convergence projects are 
targeted for completion in the second 
half of this year. However, the U.S. in- 
surance standard, which has not yet 
been exposed for comment, is target- 
ed for the first half of 2012. 

The progress report highlights several 

developments relating to pending projects: 

Financial instruments. After reviewing 

the feedback received, FASB tentatively 
decided to consider three categories for fi- 
nancial assets: (a) fair value measurement 
with all changes in fair value recognized in 
net income (trading or holding for sale); (b) 
fair value measurement with changes in fair 
value recognized in other comprehensive 
income (investing with a focus on manag- 
ing risk exposures or maximizing total 
return); and (c) amortized cost, subject to 
an improved impairment approach (cus- 
tomer financing with ability to manage 
credit risk by renegotiating cash flows with 
customers) and enhanced disclosures. 

When FASB has made its decisions 

about classification and measurement, 
which it expects to do in the third quarter 
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of 2011, the IASB will seek views from its 
constituents about FASB’s conclusions. 

A supplement released by the standard 
setters in January presented an impairment 
model that reflected the differing objectives 
for impairment accounting while propos- 
ing a common solution to impairment. It 
outlined a model in which the amount and 
timing of recognition would vary according 
to the credit characteristics of the financial 
asset, specifically the degree of uncertainty 
about the coilectibility of cash flows. 

In April the boards considered the feed- 
back from comment letters and the boards’ 
outreach activities. There was no clear con- 
sensus among respondents. The boards are 
working through the issues and suggestions 
and are determined to reach a consensus on 
a basic approach by the end of June. Once 
the boards have reached consensus, they 
will need to assess what additional steps, 
such as potential re-exposure or outreach, 
are necessary to allow the new requirements 
to be finalized. 

Leasing. The boards published a joint 
exposure draft in August 2010. The pro- 
posals would bring lease obligations and the 
related assets onto the balance sheets of 
lessees. The proposals for lessors were de- 
signed to ensure that an entity that retains 
significant risks or benefits of the leased 
asset would recognize that asset and an as- 
sociated obligation to allow the lessee to use 
the asset. In other cases, when the signifi- 
cant risks or benefits of the leased asset are 
transferred to the lessee, the lessor would 
derecognize the portion of the asset that is 
transferred by the lease agreement. 

The boards have been considering the 
feedback received from comment letters 
and outreach activities and are close to 
completing their deliberations. In light of 
that feedback, the boards have made ten- 
tative decisions that mean that the stan- 
dard they are working toward will reflect 
- changes from the ED. 

Once the boards have completed 
those redeliberations, they will consid- 
er whether re-exposure of the proposal is 
needed. If the boards conclude that re- 
exposure is unnecessary, they intend to 
develop a draft of the new standard, which 
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will be posted on the boards’ websites, 
used as the basis for outreach with parties 
that are most affected by the proposed new 
requirements; and “subjected to a detailed 
drafting review with selected parties, as 
part of the fatal flaw review process each 
board is required to undertake.” 

Revenue recognition. The IASB and 
FASB published a joint discussion paper 
in December 2008 that proposed a single 
revenue recognition model built on the 
principle that an entity should recognize 
revenue when it satisfies its performance 
obligations in a contract by transferring 
control of goods or services to a customer. 

U.S. GAAP includes a wide range of de- 
tailed, industry-specific requirements re- 
garding revenue recognition. IFRS has 
general requirements that cause preparers 
to rely on U.S. GAAP for specific guidance. 
This project is intended to reduce FASB’s 
detailed guidance to consistent principles 
and to remove the need for IFRS users to 
refer to GAAP. 

The boards have been considering the 
feedback received from comment letters 
and outreach activities and are close to 
completing their redeliberations on rev- 
enue recognition. 

Similar to the leasing project, once the 
boards have completed their redelibera- 
tions, they will consider whether re-ex- 
posure is needed. If they opt to go directly 
to developing a draft of the new standard, 
it will be posted on the boards’ websites, 
used as the basis for outreach with affect- 
ed parties and “subjected to a detailed 
drafting review with selected parties, as 
part of the fatal flaw review process each 
board is required to undertake.” 

Insurance. The boards aim to com- 
plete their deliberations on major issues 
by the end of June, but are unlikely to 
complete all discussions until the second 
half of 2011. Once the boards have done 
that, they will prepare their next due- 
process documents. For FASB, this will be 
an ED and, for the IASB, this will be a 
final IFRS. Before an insurance contracts 
standard is finalized, the boards will fol- 
low the same procedures described for 
the revenue recognition and leases proj- 


ects, including assessing whether the pro- 
posals should be re-exposed and making 
a draft widely available as the basis for 
performing additional outreach. 

The IASB is working to issue a new stan- 
dard on insurance accounting by the end 
of 2011. FASB will consider the feedback 
received on its ED with a view to finalizing 
a standard in 2012. The boards then will 
consider any differences that may have aris- 
en and how best to address them. 

@ The SEC is hosting a round-table meet- 
ing July 7 to discuss benefits or challenges 
in potentially incorporating IFRS into the 
financial reporting system for U.S. issuers. 

The SEC said in a press release that 
the meeting will include three panels 
representing investors, smaller public 
companies, and regulators. The panel 
discussions will focus on topics such as 
investor understanding of IFRS and the 
impact on smaller public companies and 
on the regulatory environment of incor- 
porating IFRS. 

“We must carefully consider and de- 
liberate whether incorporating IFRS into 
our financial reporting system is in the 
best interest of U.S. investors and mar- 
kets,” SEC Chief Accountant James 
Kroeker said in the press release. “This 
round table will provide an excellent op- 
portunity for investors, preparers and reg- 
ulators to provide the SEC staff with 
valuable information that will help the 
commission in its ongoing consideration 
of incorporating IFRS.” 

FASB and the IASB are engaged in nu- 
merous projects to converge U.S. GAAP 
with IFRS. After a meeting in mid-April, the 
boards announced that they would take “a 
few additional months” beyond their June 
target date to complete priority joint con- 
vergence projects on revenue recognition, 
leases, financial instruments and insurance 
(see, “FASB, IASB Announce Delay on Pri- 
ority Projects,” tinyurl.com/5Srwultq). 

The SEC event will be held at the SEC’s 
headquarters in Washington. The SEC 
will publish a final agenda including a list 
of participants and moderators closer to 
the event date. The event will be open to 
the public with seating on a first-come, 
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eXacct 


Financial Reporting 
Tools & Techniques 





Reporting with XBRL ts required for public companies 
starting June 15, 2011. Be ready with eXacct. 


This powerful web-based tool provides guidance on satisfying 
FASB and SEC presentation and disclosure requirements, and 
provides examples of financial statements from companies 

_ already using XBRL. Search and view 500 full annual 

reports for many of the common disclosures you need. 


This powerful online tool provides: 

e Guidance for reporting requirements 

e Statistical tables that track reporting trends 
e Excerpts from real-world annual reports 

e Search key terms by company or by industry 


e Access to 500 annual reports at the click of a button 


Online Subscription (WNG-XX): 
AICPA Member: $285.00 
Nonmember: $356.25 


Get ready for XBRL 


now. Order today! 





Turn to eXacct: Financial Reporting Tools & Techniques 
for the guidance you need to create and tag financial statements. 
Order today. 





cpa2biz.com/eXacct | 888.777.7077 
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first-served basis, and will be available via 
webcast on the SEC website. 

The SEC is seeking feedback on the top- 
ics to address and suggestions for potential 
round-table participants. Submissions may 
be made using the SEC’s Internet comment 
form at tinyurl.com/6636nr3 or sending an 
email to rule-comments@sec.gov with File 
Number 4-600 in the subject line. Paper sub- 
missions must be sent in triplicate to Eliza- 
beth M. Murphy, Secretary, Securities and 
Exchange Commission, 100 F Street, N.E., 
Washington, D.C. 20549-1090. All sub- 


‘| missions should refer to File Number 4-600. 


XBRL 

i The IFRS Foundation said it will publish 
supplementary tags for the IFRS Taxonomy 
that reflect disclosures that are commonly 
reported by entities in their IFRS financial 
statements. The foundation, the IASB’s par- 
ent organization, said the common-practice 
tags will enhance the comparability of 
information by enabling entities to create 
IFRS financial statements in XBRL (exten- 
sible business reporting language) with 
fewer entity-specific taxonomy tags. 

The foundation is developing the com- 
mon-practice tags through the analysis of 
more than 200 financial statements—that is, 
line items from statements of financial 
position, comprehensive income, cash 
flows and changes in equity, and block- 
tagged notes and accounting policies—that 
have been prepared in accordance with IFRS 
by entities in a broad range of geographical 
areas and industries, including financial 
institutions and insurance companies. The 
tags are being published as a draft supple- 
ment (that is, as an interim release) to the 
IFRS Taxonomy 2011, which is available at 
tinyurl.com/3pvredy. The tags will be sub- 
ject to the same due process applied to de- 
velopment of the core IFRS Taxonomy. 


CORRECTION 

@ The June 2011 Tax Practice Corner, “Plug- 
In Electric Cars Get a Jolt From Tax Incentives,” 
page 58, misstated the carryover provisions 
of the general business credit. It should have 
said unused credits can be carried back one 
year or forward up to 20 years. ~ 
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SOMEONE A CHANCE TO BE ACPA. 


For 89 years, AICPA members have looked after CPAs and the accounting profession. 


Through illness, disaster and educational journeys, the AICPA Foundation and 
the Benevolent Fund have offered assistance. Today, your opportunity to help 
someone succeed continues. Give help at aicpa.org/beyond. 


VI 


CHECKLIST 





PFP Services Guidelines 


CPAs providing personal financial planning services to in- 
dividual clients in estate,retirement,tax,investment and/or , 
insurance planning need to ensure they are meeting their 
professional responsibilities. The AICPA Statement on Re- 
sponsibilities in Personal Financial Planning Practice (SOR) 
provides guidance that can help protect against unforeseen 
risks of litigation. Here are some of its best practices: 





W Identify tasks for taking action. Help 
the client prioritize essential tasks for 
acting on planning decisions. 


impact the recommendations, and 
clearly and adequately disclose com- 
pensation for the service. 


V Before undertaking a PFP engage- 
ment, assess your ability to perform 
the services with competency, objec- 
tivity and integrity. Objectivity is a 


V Develop a basis for recommenda- Understand de facto standards. 


state of mind requiring CPAs to be 
impartial, intellectually honest and 
free from conflicts of interest. 


V Disclose any potential conflict of in- 
terest to the client in writing. An ex- 
ample is receipt of a payment from a 
third party when the client purchases 
the third party’s product or service. 
Remember that a conflict that impairs 
your objectivity is a violation of the 
AICPA Code of Professional Conduct. 


V Be aware of all governmental regu- 
lations and professional standards 
that apply to PFP engagements. Be- 
sides the code and other AICPA stan- 
dards, be sure to understand the 
implications of the Investment Advis- 
ers Act of 1940 and SEC Interpretive 
Release IA-1092, which defines the 
applicability of the Investment Advis- 
ers Act to financial planners. 


tions. Collect relevant quantitative 
and qualitative information, analyze 
it against the client’s goals and objec- 
tives, and formulate appropriate 
strategies for achieving the goals. 


V Determine if other service providers 


are needed to complete the engage- 
ment. If so, and the client asks for as- 
sistance in seeking one, provide a 
summary of review and evaluation 
procedures followed. If compensation 
is received from a third-party provider 
in return for the referral, this should 
also be disclosed. 


V Document advice of another service 


provider in carrying out the engage- 
ment. If you do not concur with the 
other service provider's advice, this 
should be communicated to the 
client. 


While the SOR is meant to serve as a 
set of best practices, a court may hold 
a practitioner to the responsibilities 
outlined in the SOR as if they were 
standards. In addition, seven state 
boards of accountancy have adopted 
the SOR as standards. (Colorado, 
Florida, Washington and Wyoming 
specitically refer to the SOR. Ken- 
tucky, Indiana and Michigan adopted 
the SOR via adoption of the AICPA’s 
Professional Standards.) 

The SOR (available at tinyurl.com/ 


_ 448puc3) is intended to provide 


guidance to the CPA financial plan- 
ner in applying the highest levels of 
integrity, professionalism, objectivity 
and competence to the delivery of 
personal financial planning services, 
so as to serve the best interests of the 
public, regardless of the form of the 
CPA's practice. 


V Communicate the recommendations. 
This communication should ordinari- 
ly be in writing and in a manner that 
helps the client understand the 
strategies and implement financial 
planning decisions. 


—By Clark M. Blackman II, CPA/PFS, 
CFA, CIMA, CFP (clark@alphawealth 
strategies.com) president and founder of 
Alpha Wealth Strategies LLC in Kingwood, 
Texas, and chairman of the AICPA’ Person- 
al Financial Planning Executive Committee. 


V Document the understanding of the 
engagement with the client in writ- 
ing. Communicate the scope and na- 
ture of services to be performed, 
including any limitations that could 
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PFP practitioner, writer and lecturer Martin Shenkman 


outlines opportunities and caveats. 
by Paul Bonner 


artin Shenkman, Esq., CPA/PFS, is the au- 
thor of numerous books and articles on tax 

A. ¥ Land financial planning, including the 
AICPA- published Estate and Related Planning During 
Economic Turmoil, and with Steve R. Akers, Estate Plan- 
ning After the Tax Relief and Job Creation Act of 2010: 
Tools, Tips, and Tactics. His firm, Martin M. Shenkman 
PC of Paramus, N.J., and New York City, specializes 
in serving tax and estate and business planning needs 








of high-net-worth individuals, professionals, owners 
of closely held businesses, and real estate developers. 
Shenkman is also a frequent lecturer on financial plan- 
ning, on which he is regularly quoted in a wide range 
of media. Recently, he spoke with the JofA on gift and 
estate tax and how CPAs can advise their clients to 
help them make sense of the recent changes in gift 
and estate tax, deal with uncertainty ahead, and make 
the most of current opportunities. 


TAX/WEALTH MANAGEMENT 


JofA: How should CPAs and their clients 
prepare for uncertainty after 2012 for 
the estate and gift tax? 

Shenkman: The single most important 
point is not to dismiss planning as some- 
thing that now only pertains to the ultra- 
wealthy. Planning remains vital for most 
clients. Practitioners are well aware that 
in 2013, what’s on the books now is that 
we're going to have a $1 million gift and 
estate tax exemption (the GST [genera- 
tion-skipping transfer] exemption will be 
$1 million, too, but inflation-indexed), and 
we're going to have a 55% tax rate. Very 
few practitioners really believe that’s going 
to happen, but it cannot be dismissed 
when consulting with clients. What will 
happen, I don’t think anybody truly 
knows. So a lot of people are believing we 
can “wait and see,” until maybe mid-2012 
or late 2012, what to do before we act. 
And that could prove to be a very big mis- 
take. Wait and see may become “wait and 
pay.” The safer and smarter approach is to 
proactively plan flexibly, so that whatev- 
er changes occur, the client will be in a 
better position than if no planning had 
been undertaken. 

Meanwhile, the situation now offers a 
golden planning opportunity. The gift ex- 
emption is $5 million, the highest it’s 
ever been in history, which permits huge 
wealth shifts. Besides the scheduled re- 
duction of that exemption, there have 
been proposals to restrict GRATs 
(grantor retained annuity trusts) to a 10- 
year term. And the current practice of 
discounting values of private partnership 
interests or other forms of equity for lack 
of marketability or control may face re- 
strictions as well. The Obama adminis- 
tration has already proposed reducing 
the gift exemption to $1 million. 

There’s also an economic imperative to 
planning. Interest rates have started to rise, 
and as that happens, the leverage from 
note sale transactions, GRATs and other 
techniques diminishes. The economy is 
still very soft, so that you may still get some 
historically favorable valuations. 

Let me point out several opportune 
client scenarios for which practitioners 


should try to help plan for current gifts. 
If you have a client who lives in one of 
the almost 20 states, give or take, that 
have decoupled from the federal estate 
tax system, that client may face a sub- 
stantial estate tax at the state level even 
though he or she might have no federal 
tax. Because of the $5 million federal gift 
exemption, if you have a client in his or 
her late 80s, or who is ill, for example, 
who lives in New York, which has a $1 
million exemption, that client may be 
able to simply gift away assets today, with 
no federal gift tax, reducing them to, say, 
$995,000. When that client passes away, 
there’s no New York estate tax. They have 
almost a half-million-dollar savings. It 
can be that simple (but watch for 
changes in state estate or gift tax laws). 
Many clients who are candidates for this 
type of planning won't be willing to part 
with such a large portion of their wealth. 
There are several options. First, gift 
something substantial but less than the 
maximum necessary. The savings can still 
be substantial. The other approach, 
which is more complex and costly, is re- 
ally the optimal planning technique for 
many clients. Gift the assets to a domes- 
tic self-settled asset protection trust 
(DAPT). These are typically formed in 
Alaska, Nevada, Delaware or South 
Dakota. The client can remain a discre- 
tionary beneficiary of an independent 
trustee and thus benefit from his or her 
assets if needed. Yet the assets should be 
removed from his or her estate. While 
there are risks with this planning, the 
risks of doing nothing certainly could be 
much more costly. 

The second category of client is—I 
would use physicians as the key exam- 
ple, but it applies really to a broad array 
of clients. Anyone who is concerned 
about asset protection, lawsuits, mal- 
practice, divorce or other litigation 
should plan aggressively now, because 
this is a golden opportunity to shift 
wealth. The $5 million gift exemption 
permits tremendous asset protection 
planning. The DAPT noted above might 
be one approach. The third category are 


gay or lesbian partners or other non- 
married couples. In the past, where you 
had one partner with more wealth than 
the other, shifting wealth from that part- 
ner to the less wealthy partner has been 
a very complicated process, often re- 
quiring complex and expensive planning 
techniques to avoid incurring a gift tax. 
But with a $5 million exemption, you 
may be able to simply set up a trust for 
that other partner and shift wealth, and 
you're done. 


JofA: What about a possibly awkward 
transition with the changes between 2010 
and 2011? 

Shenkman: One of the most important is- 
sues is that the zero GST, generation-skip- 
ping transfer tax, in 2010 gave many 
clients a unique opportunity to do things 
they’d never done before. So, for example, 
if you had a pot trust that was not GST- 
exempt but could make distributions to a 
grandchild or other skip person, a lot of 
clients or trustees would have made those 
distributions to grandchildren to shift as- 
sets out, because even if it was a GST trans- 
fer, there was no GST tax. 

The problem and challenge for prac- 
titioners is, first of all, to ferret out those 
transfers, because clients may not real- 
ize what needs to be done in order to re- 
port them on the trust income tax re- 
turns. It’s not just the gift tax return you 
have to focus on, but it’s the income tax 
returns as well. You now had a distri- 
bution out of a trust. You’ve got to re- 
port that on the Form 1041 [U.S. Income 
Tax Return for Estates and Trusts], not just 
the Form 709 [United States Gift (and 
Generation-Skipping Transfer) Tax Re- 
turn]. And the gift tax returns for 2010 
are extremely complex and different 
from any other tax year. Most practi- 
tioners extended 2010 gift tax returns 
for this reason and still have to face the 
issues they raise. Determining whether 
or not to affirmatively allocate GST ex- 
emption, to opt out of the automatic 
GST allocation rules, how to report pur- 
ported gifts that may have been re- 
scinded, qualified severances used to take 
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advantage of 2010 law, and other issues 
will have to be addressed. 

Another big issue is that some practi- 
tioners were reasonably advising elderly or 
sick clients, “Make large taxable gifts now. 
Youll secure them at a 35% rate, because 
in 2011, we're going to have a million-dol- 
lar gift exemption and a 55% rate.” At the 
time those words were spoken, they were 
fairly reasonable. Few practitioners antici- 
pated continuation of the 35% rate, but no 
one anticipated the $5 million gift exemp- 
tion. So now, if they'd only waited until after 
Jan. 1 this year, they could have made those 
gifts free of gift tax. There still may be ways 
through rescission, disclaimers and other 
techniques to try to either unwind those 
gifts or redirect them to avoid the gift tax. 
Perhaps a series or tier of disclaimers may 
be able to wind the gift back under the in- 
testacy law or under state law to the donor 
. or to a spouse to effectively negate it. It 
needs to be looked at and evaluated. 

Practitioners should be especially alert 
to issues that may arise if state law and fed- 
eral tax law differ, or for clients whose at- 
torneys filed court cases to interpret wills 
or gift transfers in light of the law changes. 


eficiaries, but unlike your traditional or 
typical GST-exempt trust, it was not de- 
signed or intended to go on in perpetuity, 
but rather merely to provide for one GST 
skip. Remember the old saying, “If it looks 
like a duck, walks like a duck and quacks 
like a duck, it’s probably a duck”? Well, not 
necessarily so with 2010 GST trusts. A 
trust may look like any other GST trust 
created in any tax year to which the GST 
automatic allocation rules would allocate 
GST exemption. But if the grantor/donor’s 
intent was not to allocate GST exemption, 
that trust, and how the gifts would be re- 
ported for gift tax purposes, how invest- 
ments and distributions would be han- 
dled, would all differ. 

Here’s an example: If grandpa set up a 
trust in 2010 for his grandchildren, be- 
cause there were only grandchildren as 
beneficiaries, the trust itself would be a 
skip person. The GST automatic allocation 
rules would apply and allocate GST ex- 
emption to protect that trust from future 
GST tax. In every year except 2010, that 
is precisely what the client would want. 
But because the GST tax rate was zero for 
2010 transfers, there would be no GST tax 


“The gift exemption is $5 million, the highest 
it's ever been in history, which permits huge 
wealth shifts, —Martin Shenkman 


It may not be possible to ascertain with 
certainty the status of a transfer until a 
court hearing is resolved. Perhaps for the 
first time in history, practitioners will have 
to determine what to report on a Form 709 
for a gift that “wasn’t.” The special nine- 
month extension of the time periods for fil- 
ing and disclaiming under the [Tax Relief, 
Unemployment Insurance Reauthoriza- 
tion, and Job Creation Act of 2010] push 
much of this planning further into 2011 
than the general rules would permit. 
One of the most complicated gift tax is- 
sues is that attorney practitioners set up 
trusts that were unique to 2010 because 
you could have only skip persons—grand- 
children and further descendants—as ben- 


on gifts to the trust in 2010. There would 
not be a GST tax due on distributions to 
the grandchildren because of the “move 
down” rule, which would treat the child 
(not grandpa) as the transferor. However, 
GST tax could be due on distributions to 
later descendants if GST exemption was 
not allocated. So if the client’s plan is that 
the trust will be distributed out and used 
for grandchildren only, the GST automat- 
ic allocation rules would waste GST ex- 
emption by allocating GST exemption to 
this trust (since there will never be a GST 
tax). So, unlike any other tax year, practi- 
tioners will want to expressly opt not to 
have GST exemption allocated on gift tax 
returns for this type of trust. 





But back to the duck metaphor: This 
same trust might be intended to last in per- 
petuity and be a true dynasty trust. In that 
case, GST exemption should be allocated to 
the transfers to the trust. The complexity for 
practitioners is that both trusts look like GST 
ducks, but only one really is (the latter). 

How you plan the investments, if you're 
a practitioner who’s helping the client in- 
vest those funds, is unique, because it’s not 
to be invested in perpetuity. The time 
frame for that trust is merely the life peri- 
od of the grandchildren, not perpetual. 
That, in turn, will affect the income tax 
planning on the Form 1041, because it’s 
a different paradigm than what you’d use 
for a traditional GST trust. 

Practitioners will in many instances have 
to confer back with the attorneys who draft- 
ed the trust to ascertain what was intended. 


JofA: How do the changes affect other as- 
pects of wealth planning, such as insur- 
ance? 

Shenkman: The 2010 tax law changes 
were such a sea change that practitioners 
really need to step back and re-evaluate the 
entire insurance plan for a client. 

The client may have a life insurance 
policy because they were going to use a 
survivorship or second insurance policy to 
pay estate tax when we had a $2 million 
exemption. Now that we have a $5 million 
exemption and portability—and the 
Obama administration has recommended 
that portability be made permanent— 
aside from the state estate tax issue, they 
no longer have the same need for that life 
insurance. The practitioner should re-eval- 
uate that insurance and see whether it’s 
worth maintaining as part of the plan. 

Rather than dropping it, given the un- 
certainty of what 2013 may bring, it may 
be preferable to evaluate that permanent - 
insurance policy and determine, “OK, 
here’s the minimum amount we can pay 
per year in 2011 and 2012 to maintain that 
policy, and then we'll reassess what hap- 
pens in 2013, but we've maintained the 
coverage just in case.” This way, if there’s 
a health issue that arises or we end up with 
that $1 million exemption that’s on the 
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books that no one thinks will happen, we 
have the coverage in place. But in the 
meantime, you've been very proactive and 
helpful to the client because you’ve min- 
imized their cash outlay and really ad- 
dressed their planning more critically. On 
the other hand, if the insurance serves 


sion. Other trust agreements prohibit a dis- 
tribution to oneself, or one that would dis- 
charge one’s obligations of support (for a 
minor child). A number of variations can 
be chosen depending on how the client 
weighs control vs. possible protection. It’s 
a great way to protect assets. 


“Clients should not cancel [an insurance] policy even 
if the estate tax purpose has been eliminated, if other 
~ objectives are still served’*-Martin Shenkman 


other important planning goals such as 
asset protection, a ballast for an aggressive 
investment allocation, etc., then perhaps 
no change would be in order. Remember, 
most good insurance plans have insurance 
serving multiple purposes. Clients should 
not cancel a policy even if the estate tax 
purpose has been eliminated, if other ob- 
jectives are still served. 

We could end up with some type of 
carryover basis regime, however distaste- 
ful people find it, so before you cancel that 
life insurance, that may be the ticket to pay 
for those capital gains. The economic 
downturn, the stock market roller coast- 
er the past few years, have demonstrated 
that, for some clients, insurance is a ballast 
for their overall investment portfolio. So 
again, before you cancel it, evaluate the in- 
vestment options. 

Finally, insurance can be a great asset 
protection tool. The value that grows in- 
side a life insurance policy held inside an 
irrevocable life insurance trust (ILIT) has 
considerable protection. There is a com- 
mon spin on the typical ILIT that is used 
with asset protection motives in mind. Life 
insurance on one spouse, say the husband, 
can be held in an ILIT, with the wife as a 
beneficiary and co-trustee. This spin on 
the typical ILIT is commonly referred to 
as a “SLAT,” a spousal lifetime access trust. 
An independent trustee can borrow on the 
policy and make distributions to the 
spousal beneficiary. Many trust agreements 
limit the spouse’s power to distribute to 
himself or herself to an ascertainable stan- 
dard to minimize the risk of estate inclu- 


There’s a myriad of different applications 
of insurance, but they all need to be re-eval- 
uated in terms of what the 2010 act did. Im- 
portantly, contrary to many clients’ knee- 
jerk reactions to cancel coverage because 


they don’t need to worry about an estate tax, 
asset protection and other benefits, coupled 
with the $5 million gift exemption might 
actually weigh in favor of some clients in- 
creasing coverage, or shifting from term to 


permanent coverage. ey 


Paul Bonner is a JofA senior editor. To 
comment on this article or to suggest an idea 
for another article, contact him at pbonner@ 
aicpa.org or 919-402-4434. 
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A video of Martin Shenkman discussing 
many of these topics is available at 
tinyurl.com/4ybpplv. 








AICPA RESOURCES 


Publications 

B Estate and Related Planning During Eco- 
nomic Turmoil (#091033PDF, online ac- 
cess) 

mg Estate Planning After the Tax Relief and 
Job Creation Act of 2010: Tools, Tips, and 
Tactics (#091056HS, CD-ROM) 


CPE self-study 

mw Advanced Estate Planning: Practical 
Strategies for Your Clients (#736981) 

m Estate Planning Essentials: Tax Relief for 
Your Clients’ Estates (#7451 11) 

m@ Fundamentals of Estate Planning 
(#757100, text; #757101, CD-ROM; 
#757102, DVD/manual) 

m Kess on Tax Legislation 2010: Tax Relief, 
Unemployment Insurance Reauthorization, 
and Job Creation Act (#753370, text; 
#187230, DVD/manual; #357225, addition- 
al manual) 


Conference 
gw Advanced Estate Planning Conference, 
July 17-20, Boston 


For more information or to make a purchase 
or register, go to cpa2biz.com or call the In- 
stitute at 888-777-7077. 


On-Site Training 

gw Advanced Estate Planning: Practical 
Strategies for Your Clients (#AEP) 

= Estate Planning Essentials: Tax Relief for 
Your Clients’ Estates (#EPE) 


gw Kess on Tax Legislation 2010: Tax Relief, 
Unemployment Insurance Reauthorization, 
and Job Creation Act (#CL4TAXR) 


To access courses, go to aicpalearning.org 
and click on “On-Site Training” then search 
by “Acronym Index.” If you need assistance, 
please contact a training representative at 
800-634-6780 (option 1). 


The Tax Adviser and Tax Section 

The Tax Adviser is available at a reduced 
subscription price to members of the Tax 
Section, which provides tools, technologies 
and peer interaction to CPAs with tax prac- 
tices. More than 23,000 CPAs are Tax Sec- 
tion members. The Section keeps members 
up to date on tax legislative and regulatory 
developments. Visit the Tax Center at 
aicpa.org/tax. The current issue of The Tax 
Adviser is available at aicpa.org/pubs/ 
taxadv. 


PFP Member Section and PFS credential 
Membership in the Personal Financial Plan- 
ning (PFP) Section provides access to spe- 
cialized resources in the area of personal 
financial planning, including complimentary 
access to Forefield Advisor. Visit the PFP 
Center at aicpa.org/PFP. Members with a 
specialization in personal financial planning 
may be interested in applying for the Person- 
al Financial Specialist (PFS) credential. In- 
formation about the PFS credential is avail- 
able at aicpa.org/PFS. 
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Carryover Basis? 


Practitioners must weigh the better option for 
estates of decedents who died in 2010. 


by Justin P. Ransome, CPA, ]J.D.,and Frances Schafer, J.D. 


or decedents dying in 2010, Congress provided two systems of 

taxing estates and determining basis of their assets. Executors of 

those estates must determine the better course. To do so, espe- 
cially for valuations of gross estates above the new $5 million exclu- 
sion, they must take many factors and considerations into account. 
Should they use the exclusion or elect out of the estate tax and instead 
allow assets to pass tax-free to heirs, in the prior-law system of modi- 
fied carryover basis? The latter comes with its own basis exclusions but 
without the step-up to fair market value on the date of death. 


Because Congress presented estates with 
this dilemma in mid-December 2010, it al- 
lowed estates until mid-September 2011 
to file estate tax returns for 2010 decedents 
and extended the time for making the elec- 
tion indefinitely (as of this writing) past 
April 18, 2011. This article outlines some 
of the implications and explores how they 
might apply in several common scenarios. 


A DECADE OF 
COMPLICATIONS 

To say the least, estate planning for the last 
10 years has been complicated. These 
complications are due in large part to the 
Economic Growth and Tax Relief Recon- 
ciliation Act of 2001 (EGTRRA), which 
made major revisions to the gift, estate and 


generation-skipping transfer (GST) tax 
regimes. Although EGTRRA made estate 
planning cumbersome, it was very tax- 
payer-favorable because it reduced tax 
rates, increased exemption amounts and 
eventually repealed the estate and GST 
taxes. The most complicating EGTRRA 
provision was the one that called for it to 
expire on Dec. 31, 2010, and the Internal 
Revenue Code in 2011 was to read as if 
EGTRRA had never been enacted. 
Taxpayers, with the assistance of their 
estate planners, were required to factor the 
changes in EGTRRA into their estate plans 
as well as its sunset. One of the more dif- 
ficult tasks was planning for the repeal of 
the estate and GST taxes in 2010—an event 
most estate planners believed would never 


occur, as many assumed Congress would 
act before 2010 to prevent it. When Con- 
gress did not prevent it, estate planners 
were swept into a whirlwind trying to ad- 
just estate plans for the one-year repeal of 
the estate and GST taxes. And just when 
they thought they could breathe a sigh of 
relief that they had so properly planned, 
Congress threw them a curveball at the end 
of the year. 

On Dec. 17, 2010, the president signed 
into law the Tax Relief, Unemployment In- 
surance Reauthorization, and Job Creation 
Act. Among other provisions, the Tax Re- 
lief Act modified and extended the gift, es- 
tate and GST tax provisions—but only 
through Dec. 31, 2012. The act contains 
a couple of potential traps for 2010 for tax- 
payers and their tax advisers, the result of 
the retroactive reinstatement of the estate 
and GST taxes in 2010. This article focuses 
on the reinstatement of the estate tax. 


LAW PRIOR TO THE 

TAX RELIEF ACT 

Under EGTRRA, the federal estate tax was 
repealed for 2010. In its place, a new set 
of income tax rules applied to determine 
the basis of property received by heirs from 


a decedent’s estate. These new income tax # 
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rules have been commonly referred to as 
the “modified carryover basis” rules. 

Section 1022 is applicable to property 
acquired from a decedent who died after 
Dec. 31, 2009. The basis of the property 
is the lesser of the decedent's basis in the 
property or its fair market value at the date 
of the decedent’s death. In general, a dece- 
dent’s basis is the amount he or she paid 
for the property. 

Before (and after) 2010, a person who 
acquired property from a decedent received 
a step-up in basis to the fair market value 
of property at the date of the decedent’s 
death under section 1014 if the property 
had appreciated since the decedent ac- 
quired it. This was an income tax trade-off 
to minimize the double-tax effect if both es- 
tate and income taxes applied to such prop- 
erty. For 2010, this section was repealed. 

Under the modified carryover basis 
rules, the estate representative can increase 
the basis of items of property selected by 
the estate representative by a total of $1.3 
million. The basis of any particular item 
may not be increased above its fair mar- 
ket value on the date of the decedent’s 
death. The $1.3 million limit is increased 
by the amount of the decedent’s unused 
capital loss carryovers and net operating 
loss carryovers. 

Property subject to adjustment includes 
property in the decedent’s probate estate 
and property in a revocable trust. Basis al- 
location is not available for any property 
that would have been subject to the dece- 
dent’s general power of appointment; any 


® With enactment of the Tax 


property that would have been includible 
under section 2044 as qualified terminable 
interest property (QTIP); and property in 
a grantor retained annuity trust or a qual- 
ified personal residence trust that would 
have been includible in the decedent’s 
gross estate under the estate tax law if the 
decedent died during the term. 

If the decedent was married at the time 
of his or her death and some of the dece- 
dent’s property passes to the surviving 
spouse, an additional $3 million basis in- 
crease may be used with respect to that 
property. To be eligible for the spousal 
basis increase, property must pass to the 
surviving spouse outright or as qualifying 
terminable interest property as defined in 
section 1022(c)(5) (similar to the defini- 
tion of such property in repealed section 
2056(b)(7)). 


LAw AFTER THE TAX RELIEF 
ACT 

The Tax Relief Act repealed the EGTRRA 
provisions that had repealed the estate tax 
in 2010. It set the top estate tax rate at 35% 
and provided for an exemption amount of 
$5 million. The effect of these provisions 
is to retroactively reinstate the estate tax to 
apply to decedents dying in 2010. 

The act, however, gives the estate of a 
person dying in 2010 an election to apply 
the law as if the act had not repealed the 
EGTRRA provisions. The representatives 
of such estates may elect to have no estate 
tax imposed, but they are required to use 
the modified carryover basis rules. The 
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secretary of the Treasury is delegated the 
authority to determine the time and man- 
ner in which the election is to be made. 
This may be where the trip-up occurs. 
Originally, no estate would be subject to 
estate tax in 2010. That option is still avail- 
able, but it is not the default option. The 
executor must make an affirmative election 
to opt out of the estate tax and apply the 5 
modified carryover basis rules. A tax ad- 
viser certainly does not want to make this 
incorrect assumption—especially for the 
estate of a super-wealthy client. 

Because of its late passage, the Tax Re- 
lief Act provided additional time for the es- 
tates of decedents who died between Jan. 
1, 2010, and the date of its enactment, 
Dec. 17, 2010, to file an estate tax return, 
pay estate tax or make a qualified dis- 
claimer. The additional time is at least nine 
months from the date of enactment, Dec. 
17, 2010—in other words, Sept. 17, 2011, 
or, rather, because that date falls on a 
weekend, Sept. 19, 2011 (although the IRS 
may set a later date). As of mid-May, the 
IRS had extended the due date for an elec- 
tion to opt out of the estate tax past April 
18 but had not yet set a new due date. 


TO ELECT OR Not ELECT 

If an estate planner were to take a simplis- 
tic view in determining whether an estate 
should make an election to use the modi- 
fied carryover basis rules, he or she would 
assume that estates valued at or under $5 
million would not make the election, and 


estates valued over $5 million would make % 


Relief, Unemployment Insur- 
ance Reauthorization, and 
Job Creation Act of 2010, 
Congress reinstituted the es- 
tate tax, but with a $5 million 


exclusion. 

® Because it did so late in 
2010, Congress gave execu- 
tors of estates of 2010 dece- 
dents a choice: Either they 
could apply the new provisions 
or the prior-law regime of no 
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estate tax but with a modified 
carryover basis of assets. Con- 
gress also extended the due 
date for such estate tax returns 
to Sept. 19, 2011. 

@ The previous 10 years of 
estate and gift tax returns 
have been complicated, but 
the Tax Relief Act’s extension of 
the estate tax only through the 
end of 2012 leaves the future 
estate tax rate and exclusion 
amount uncertain. With future 
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capital gains tax rate increases 
also possible, a prime factor in 
either option is anticipated fu- 
ture tax rates and the estate 
exclusion amount. 

@ Other factors, especially for 
estates exceeding $5 million 
in value, include whether the 
basis of property is high or low, 
anticipated future sales of the 
property, its type, the estate tax 
marital and charitable deduc- 
tions, and state death taxes. 
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the election. In most cases, the estate plan- 
ner would be right; however, considera- 
tions that can rebut this simplistic view 
should be taken into account. 

Estates less than $5 million. In gener- 
al, if a person died in 2010 with a gross 
estate (before taking into consideration de- 
ductions and credits) of less than $5 mil- 

lion, the estate will not owe tax and its 
heirs will receive a step-up (or step-down) 
in basis of the assets in the estate equal to 
their fair market values on the date of the 
decedent’s death. The decedent's estate will 
not have to file a federal estate tax return, 
nor will it be required to make any filings 
under.the modified carryover basis rules. 
Essentially, the estate does nothing for fed- 
eral tax purposes. Someone with a gross 
estate exceeding $5 million but with a tax- 
able estate (after taking into consideration 
deductions and credits) of less than $5 mil- 
lion is required to file a federal estate tax 
return but owes no tax. The key here is to 
make sure the estate representative has ac- 
curate information about the fair market 
value of the estate’s assets. Assets without 
a readily ascertainable value (for example, 
real estate or nonpublicly traded stock) 
should be appraised by a qualified, inde- 
pendent appraiser. 

Estates exceeding $5 million. In gen- 
eral, if a person died in 2010 with a tax- 
able estate exceeding $5 million, the estate 
will want to elect to apply the law in effect 
before the Tax Relief Act’s enactment. Thus, 
the estate will not pay estate tax and will 
apply the modified carryover basis rules set 
forth in EGTRRA. However, depending on 
the size of the estate, several factors com- 


*Difference in tax due on similar asset groups depending on whether the estate makes “No Election” or elects the “Modified Carryover Basis.” 


plicate this decision: (1) the basis of prop- 
erty (high or low); (2) when property may 
be sold (in the near future, later or never); 
(3) the type of property (for example, de- 
preciable, nondepreciable or income in re- 
spect of a decedent (IRD)); (4) the estate 
tax marital deduction; (5) the estate tax 
charitable deduction; and (6) state death 
taxes. All of these factors will require the 
estate representative to “run the numbers” 
to determine whether the election to use 
modified carryover basis will minimize the 
overall tax effect of the decedent’s death. 

For example, the estate tax for an un- 
married decedent with a taxable estate of 
$7 million would be $700,000 [($7 mil- 
lion — $5 million) X 35%]. If the assets 
in the estate have a zero basis, are capital 
assets, and will all be sold in 2011 or 2012 
for their date-of-death values, there 
would be no income tax due because the 
basis in the assets is stepped up to the date- 
of-death values. If, however, the estate 
elects out of the estate tax, the basis in the 
assets will be $1.3 million. The income tax 
on the gain on the sale of the assets ($5.7 
million) will be $855,000, based on a 15% 
capital gain rate. In this situation, it would 
be tax-efficient to pay the estate tax rather 
than the income tax. This would also be 
the case for larger taxable estates if the as- 
sets will be sold after 2012 and the capi- 
tal gains rate increases in 2013. 

On the other hand, if the assets were 
split so that half are capital assets with a 
zero basis and half are the decedent’s in- 
terests in individual retirement accounts 
(IRAs), the $1.3 million basis increase will 
apply only to the capital assets. If the es- 
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tate tax is paid, the total taxes would be 
$1,925,000 (estate tax of $700,000 and 
income tax of $1,225,000 (35% ordinary 
income rate on the $3.5 million IRA, not 
considering the IRD recipient's income tax 
deduction for estate taxes paid on IRD)). 
If the estate elects out of the estate tax, the 
total income tax would be $1,555,000 
($330,000 on the sale of the capital assets 
at the 15% tax rate and $1,225,000 on the 
IRA). In this situation, it would be tax- 
efficient to elect out of the estate tax (see 
Exhibit 1). 

Married couples with larger estates. 
One obstacle in making an informed de- 
cision for estates of married individuals 
in the range of $5 million to $10 million 
is the uncertainty about the future of the 
estate tax. The only thing certain is that 
the portability of the estate tax exemp- 
tion, in which any unused exemption of 
the decedent may be used by the surviv- 
ing spouse (but only in 2011 and 2012— 
see “Seven Good Reasons Credit Shelter 
Trusts Remain Relevant,” JofA, June 2011, 
page 44), is not available to the surviv- 
ing spouses of decedents who died in 
2010. For a married individual who died 
in 2010, the decision whether to file an 
estate tax return and make a QTIP elec- 
tion to obtain a marital deduction may 
depend on the anticipated amount of the 
estate tax exemption at the date of the 
surviving spouse’s death. If the estate 
planner anticipates that the estate tax ex- 
emption will remain $5 million, it may be 
better for the current estate to file the es- 
tate tax return, claim the marital deduc- 
tion, and get the step-up in basis for the 
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assets. But if the estate tax exemption is 
expected to return to $1 million before 
the surviving spouse dies, the current es- 
tate probably would want to opt out of 
the estate tax, so that property in the trust 
that would have been subject to the QTIP 
election will not be subject to estate tax 
upon the death of the surviving spouse. 

For example, suppose a husband died 
in 2010 with an estate of $8 million con- 
sisting of stock in the family business in 
which he has a zero basis, and his wife has 
an estate of $2 million. The husband’s will 
calls for his property to be divided, with $5 
million passing to a trust for the benefit of 
their children and $3 million passing to a 
trust for the benefit of his wife, for which 
the QTIP election would be made if the es- 
tate tax option is selected. Assume the as- 
sets in the children’s trust are sold at a time 
when there has been no appreciation since 
the date of the husband’s death. 

If the estate selects the estate tax option, 
no estate tax would be due, because the 
marital deduction would reduce the taxable 
estate to $5 million, and the estate tax ex- 
emption will cover that amount. All the prop- 
erty in the estate would receive a basis equal 
to its fair market value at the date of the dece- 
dent’s death. No income tax is due when the 
assets in the children’s trust are sold. 

When the wife dies, her gross estate will 
include her own assets and the assets in the 
QTIP trust—a total of $5 million (assum- 
ing, for simplicity, no appreciation in the 
value of the property). If the estate tax ex- 
emption is $5 million, no estate tax will be 
due at her death. The assets in her estate, 
including the assets in the QTIP trust, will 
receive a basis equal to their value at the 
date of her death (helpful if there has been 
appreciation in the value of the property 
between the two deaths). If, however, the 
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estate tax exemption in the meantime had 
reverted to $1 million with a maximum 
estate tax rate of 55%, the estate tax due 
at her death would be $2,045,000. 

If, instead, the husband’s estate had 
elected out of the estate tax, the basis of 
the assets would generally have been the 
decedent’s basis with modifications. The 
property passing to the trust for his wife 
would have qualified for the $3 million 
basis increase (receiving a full fair market 
value basis). The $1.3 million basis in- 
crease would have been allocated to the as- 
sets passing to the children’s trust. When 
the assets in the children’s trust are sold, 
income tax in the amount of $555,000 


($3.7 million X 15% capital gain rate) 
would be due. Upon the wife’s death, none 
of the property in the trust for her bene- 
fit would be included in her gross estate. 
Even if the estate tax exemption reverts to 
$1 million, the estate tax on her $2 mil- 
lion estate would be only $435,000. 
Guessing wrong about the amount of the 
estate tax exemption in the future could 
cost the family more than $1,055,000 in 
unnecessary federal tax (see Exhibit 2). 
For the super-wealthy such as George 
Steinbrenner (owner of the New York Yan- 
kees), Mary Cargill (Cargill Inc.), Dan Dun- 
can (oil and gas) and Walter Shorenstein 
(real estate), who all died in 2010—each 
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with a net worth over $1 billion—the de- 
cision to elect to use modified carryover 
basis would probably be a no-brainer, given 
the values of their estates. Undoubtedly, one 
would wonder why these decedents would 
incur such a large upfront tax just to get a 
step-up in the basis of their assets. This de- 
cision is made even easier by the fact that 
most of the estates of the super-wealthy may 
not be liquid or the payment of estate tax 
would cause them to liquidate high-per- 
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forming investments. Indeed, those dece- 
dents’ estates whose assets exceed $25 mil- 
lion will probably elect the modified 
carryover basis rules. 


CONCLUSION 

Estate planners who have clients who died 
in 2010 will have to work with the deceased 
client’s estate representative to determine 
whether to make the election provided 
under the Tax Relief Act. If the client’s es- 





tate is worth less than $5 million, the es- 
tate representative generally will not make 
the election; the assets of the estate will re- 
ceive a step-up in basis; and the estate rep- 
resentative will not have to deal with the 
obscure modified carryover basis rules. If 
the client’s estate is worth more than $5 mil- 
lion, the client’s estate representative has an 
additional decision to make—one that 
could be very difficult depending on the rel- 
ative size of the estate. ~ 
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» CAOB Chairman James R. Doty sees the audit pro- 
fession as being at a turning point, not just in the 
ie USS., but globally. “One of the fundamental ad- 
— vantages of our society has always been the audit. We be- 
lieved we could believe in the numbers and that the 
numbers would be right. It’s the role of the [PCAOB], the 
mission of the board, to protect investors by being sure 
that that tradition and that assumption is a safe one and 
exists here.” 





For Doty, a securities lawyer and a former SEC general counsel who 
took the helm of the PCAOB in February, his mission is clear. 
“I want to consider the independence and the integrity of 
the profession at the level that will assure the protec- 
tion of investors and the importance that auditors 
have in our society, and in our economic system,” 

Doty said in an April interview with the JofA. 
He said the greatest surprise he’s encountered 


in his new role is “the heightened self-awareness % 
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[auditors] have that the world is changing.” 

“I don't see any firm that I have looked 
at and met with or heard from that doesn't 
appreciate that, in fact, they’re in the mid- 
dle of a process that can’t be reversed.” 

He said there’s heightened awareness 
by firms that they're going to have to make 
changes to preserve the relevance of the 
audit and respect for the role auditors are 
accustomed to having. A large part of this 
involves attracting, mentoring and devel- 
oping auditor talent. 

As to the PCAOB’s future as the pro- 
fession’s regulator, Doty, who led the team 
that represented the board before the 


AUDITING 


it’s important for the relevance for the 
audit report and the audit ... that there be 
an intelligent and thoughtful expansion of 
the auditor’s reporting model.” 

In response to the concern that changes 
to the auditor’s report could increase costs, 
he said many of the new things that are 
being talked about for the audit report 
would not be based on additional work. 
“They would reflect statements that the au- 
ditor makes about the work that auditors 
have always done in the audits.” 

He also acknowledged a view that, if au- 
ditors must go on the record and comment 
on their work in the reporting process, they 


Doty said the greatest surprise he’s encountered in 
his new role is ‘the heightened selfawareness 
[auditors] have that the world is changing.” 


‘Supreme Court in last year’s constitution- 
al challenge (see, Free Enterprise Fund v. 
PCAOB, Supreme Court docket no. 08-861 
(2010)), said the court’s opinion made it 
clear that the board's existence and its pow- 
ers and responsibilities are not in question. 


AUDIT REPORT CHANGES 

The auditor’s report on the fairness of a 
public company’s financial statements has 
been largely the same for almost 70 years, 
according to Doty. He said the PCAOB has 
sought opinions from many constituencies 
about the auditor’s reporting model. 

He said constituents want the audit re- 
port to go beyond the traditional binary re- 
port of either clean or qualified. “There’s 
a view that more information is sought by 
investors, that auditors have more infor- 
mation, and that they should be able to 
speak beyond ‘pass/fail’ to what they have 
seen and done in the audit. At the same 
time, we have heard that the responsibil- 
ity for creating information should remain 
with management, that we should not 
transpose to the auditors the act of creat- 
ing the financial and reported results and 
information,” he said. 

Doty believes there is “a substantial re- 
alization [within the audit profession] that 


will require more time and attention to do 
it, and that will increase the cost of the audit. 
“Whatever we do ... every step is going to 
involve an evaluation of the costs and ben- 
efits of changing the content of the report 
or not changing it.” 

Doty contended that it’s difficult to quan- 
tify the benefit of audit quality. “In our so- 
ciety, it’s like knowing that the lights will go 
on when you tum the switch or that the 
roads will be repaired ... and, therefore, it 
may be that the things, although not nec- 
essarily quantifiable, will be instantly rec- 
ognizable.” 

Doty said he anticipates a proposal by 
the end of this year, following the publi- 
cation of a staff concept release. 


INSPECTING BROKER-DEALERS’ 
AUDITORS 

On the board’s new authority under the 
Dodd-Frank Wall Street Reform and Con- 
sumer Protection Act to oversee the audits 
of broker-dealers, including the authority 
to determine whether to inspect the audi- 
tors of any or all introducing brokers 
(those who do not maintain custody of 
client assets), Doty said the purpose of the 
board’s interim inspection program is to 
gather facts. 





“We're going to get as much factual data 
as we can to tell us whether there’s some 
meaningful basis for including, or for ex- 
cluding, given categories of broker-dealers 
from the permanent inspection program.” 


AUDIT FEES 
On the issue of whether competitive pres- 
sure to reduce audit fees could weaken 
audit quality, he said, “We’re not the eco- * 
nomic regulator of the profession, but we 
are concerned with audit quality because 
of shareholder and investor protection.” 
He emphasized that audit committees’ 
responsibility goes beyond ensuring they're 
not opinion shopping, which is illegal. 
Rather, audit committees have a fiduciary re- 
sponsibility “to think about what they're get- 
ting in terms of service and their auditors.” 


REGULATOR, NOT 
CHEERLEADER 
Doty said he’s aware that many auditors feel 
they do good work, but he said audit firms 
should not expect accolades from the 
PCAOB. “That’s not our mission and our role, 
and I don’t think we’re going to do that.” 
One of the PCAOB’s current priorities 
in its inspection program, he said, is to 
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achieve consistency of quality and ap- 
proach so that the firms understand what 
the PCAOB is doing. 

The whole discussion with the profes- 
sion, he said, is about the importance of 
auditors seeing themselves as responsible 
ultimately to the public and to the investor. 
“[They need to bring] to the audit process 
real objectivity, resisting any pressure from 
management and asserting themselves if 
they believe either management or board 
members are in danger of creating finan- 
cial reporting that is fictional.” 


INTERNATIONAL INSPECTIONS 

One of Doty’s greatest priorities is gaining 
access to China to conduct inspections of 
PCAOB-registered firms. He said that mean- 
ingful progress was made at the May 9 U.S.- 
China Strategic and Economic Dialogue 
that took place in Washington. “Both sides 
have agreed to accelerate efforts, including 
undertaking a process for negotiations and 
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engaging in technical assistance activities, 
to reach a bilateral agreement governing 
cross-border audit oversight,” he said. “The 
hope and expectation is that the PCAOB’s 
discussions with the Chinese authorities in 
the coming months will provide the frame- 
work for a definitive bilateral agreement 
later this year.” 

He said it is in China’s interest as an 
economic power and a participant in the 
world economy to have the assurance that 
joint inspections bring to the markets. 

The PCAOB’s negotiations in Europe 
appear to be going better. “[European 
Commissioner for Internal Market and 
Services Michel] Barnier has written me 
and has pointed out that they find our in- 
spection regime acceptable and that we are 
invited to deal with each member state to 
arrange these inspections. That is now be- 
ginning to happen.” 

The PCAOB has agreements in place 
for joint inspections with the United 
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Kingdom and Switzerland (not a member 
of the EU). “I would expect that, by the 
end of the year, the list of EU nations ... 
in which we're doing inspections will be 
substantial.” 

Elaborating on previous comments he 
has made about the need for more oversight 
of audit firm networks, Doty said this work 
will be conducted through joint inspections 
with the PCAOB’s foreign counterparts. 

“Joint inspections will provide assur- 
ance that the issues that we find in an audit 
can't be characterized as being remote from 
the network firm’s control or from the 
firm’s knowledge base. We'll project trans- 
parency into audits that are performed 
across the world and inform investors 
more about those audits.” ~ 


Matthew G. Lamoreaux is a JofA senior 

editor. To comment on this article or to sug- 
gest an idea for another article, contact him 
at mlamoreaux@aicpa.org or 919-402-4435. 
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Revitalize Your Firm’s 





Avoid two common pitfalls and: boost ROI. 
by Gordon G. Andrew. 


f you think there is room for improvement in your accounting firm’s 
marketing and sales effort, you're in good company. A recent study by 
Broderick & Co., consisting of in-depth interviews with leaders repre- 
senting 130 well-known professional services firms in accounting, law, ex- 
ecutive search, management consulting, architecture, financial services and 
advertising, suggests that firms are seeking a higher return on their in- 
vestment in marketing and sales. While nearly 80% of the senior managers 
ranked “branding, marketing and sales” as important success factors for 
their firm, only 50% gave their own firm high marks in those disciplines. 
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After more than 25 years of counseling CPA 
firms of all sizes and levels of sophistication, 
I've identified two common firmwide pit- 
falls that account for the significant gap be- 
tween marketing expectations and per- 
formance satisfaction: “tactical soup” and 
“failure to launch.” Tactical soup occurs 
when firms get bogged down in a flurry of 
marketing activity without placing enough 
emphasis on how it will help generate rev- 
enue and profitability. Failure to launch 
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means that a firm is not effectively using ex- 
isting marketing resources. By following 
these easily implementable rules, firms can 
overcome these mistakes and gain tangible 
business results from their marketing in- 
vestment. 


CHOOSE WISELY, AVOID 
TACTICAL SOUP 

Each year, CPA firms invest significant dol- 
lars and hours maintaining a broad range 
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of marketing tactics that may or may not 
demonstrate economic value. Often, the 
value of the activity gets measured in tac- 
tical terms—such as media exposure, web- 
site traffic, webinar attendance, email 
click-through rates, awards for civic par- 
ticipation and social media “Likes” and 
“Followers,” rather than by tangible busi- 
ness outcomes such as lead generation, 
conversion rates, acceptance of new serv- 
ice offerings among existing clients, or rev- 
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enue per associate. 

To overcome tactical soup, firms 
should perform a review of their current 
marketing services: 

1. Put every marketing tactic under the 
microscope. If there’s no tangible con- 
nection between a current marketing 
tactic and bona fide business results, 
throw it out. Be ruthless in your tac- 
tical assessment and focus on mar- 
keting initiatives that demonstrate a 
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direct correlation between activity 
and a measurable business outcome. 

2. Calculate the value received from 
the marketing activity. Press releas- 
es and related media exposure is a 
good example of marketing activity 
that is often overrated in terms of ef- 
fort vs. tangible outcome. Unless 
your firm has accomplished some- 
thing truly noteworthy—like dis- 
covering the accounting profession’s 
equivalent of cold fusion—then the 
likelihood of your clients, prospects 
and referral sources actually noticing 
the media exposure and doing 
something about it, such as visiting 
your firm’s website or requesting an 
introductory meeting, is probably 
low. Exposure that’s largely based on 
firm achievements delivers no prac- 
tical benefit to existing clients and 
may leave them wondering if such 
self-promotion will result in higher 
client rates and fees. 

3. Schedule ongoing maintenance of 
the activity. Unfortunately, many 
marketing tactics are often one-off or 
plug-and-play solutions. Blogs and 
newsletters demand original, timely 
content. White papers and case stud- 
ies become quickly outdated. Web- 
site effectiveness requires ongoing at- 
tention to visitor traffic analytics and 
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search engine optimization. Webinars 
and public forums entail lead quali- 
fication and follow-up with prospects. 
Email and direct mail campaign ac- 
curacy depends ona reliable and ac- 
cessible database. Twitter and Face- 
book must be updated regularly to 
stay relevant. Before embarking on 
these activities, make sure you have 
the time and resources to dedicate to 
their maintenance. 


THE PAYOFF 

Some accounting firms avoid the pitfalls 
of tactical soup by being selective in the 
type and volume of marketing tactics they 
apply. More importantly, they identify a 
specific and measurable strategic outcome 
in advance of any tactic’s design or appli- 
cation. For example, in 2007 a New Jer- 
sey-based, 25-person CPA firm with an 
emerging practice among medium-size, 
privately held businesses sought to add a 
pharmaceutical company to its client list. 
Leveraging the life science industry 
background of one of its partners, the firm 
proposed and published a bylined article 
on Sarbanes-Oxley (SOX) revenue-recog- 
nition compliance—a supply chain issue 
of great interest and value to pharmaceu- 
tical industry executives—in a leading life 
science publication with more than 
35,000 print subscribers and an even 





greater number of online readers. 

Instead of simply posting the bylined ar- 
ticle on its website and adding article 
reprints to its marketing kit, this New Jer- 
sey firm understood three important con- 
siderations regarding the real value of media 
placement as a marketing tactic: 

1. The article’s content was not as valu- 
able as the firm’s indirect affiliation 
with a respected pharmaceutical in- 
dustry publication. 

2. On its own, publication of the article 
was unlikely to generate any viable, 
near-term new business prospects. 

3. For the firm to benefit from the cred- 
ibility associated with publication of 
its partner’s life sciences expertise, it 
would need to proactively do some- 
thing with it. 

Now that its marketing toolbox con- 
tained what some might view as validation 
of its intellectual capital in a leading verti- 
cal trade magazine, the New Jersey CPA 
firm leveraged the value of the exposure. It 
used the article reprint as the cornerstone 
of a direct mail campaign designed to raise 
awareness of the firm and to initiate sub- 
stantive conversations with CFOs at phar- 
maceutical firms matching the criteria of 
prospective clients it had targeted—in 
terms of geography, ownership, revenue 
growth, number of employees and appar- 
ent levels of sophistication. 


EXECUTIVE SUMMARY 


CPA firms often make two 
common mistakes when ap- 
proaching their marketing 
strategy: They become bogged 
down in a flurry of marketing ac- 
tivities without stopping to evalu- 
ate the tangible benefits of those 
tactics, and they fail to adequate- 
ly employ existing marketing as- 
sets. 

@ Firms that want to initiate or 
revitalize their marketing pro- 
gram should start by scrutinizing 
existing marketing activities and 
determining the value that each 
activity brings to the firm. 


& Eliminate activities that 
aren’t delivering a payoff for 
the firm. Instead, focus on mar- 
keting activities that will bring 
value to your firm through busi- 
ness development and building 
client loyalty. 

& Don’t mistake tactical results 
such as media exposure, web- 
site traffic, email click-through 
rates, and social media “Likes” 
and “Followers” for tangible busi- 
ness outcomes such as lead 
generation, conversion rates, and 
acceptance of new service offer- 
ings among existing clients. 
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®@ Capitalize on intellectual 
capital to get a foot in the door 
with prospective clients. For ex- 
ample, when a firm member pres- 
ents at a conference, use that 
opportunity to reach out to relat- 
ed target audiences following the 
event by leveraging the presenta- 
tion’s content as a hook to en- 
gage prospects in a meaningful 
conversation. 

@ Learn to sell “intrinsically” to 
demonstrate your firm’s ex- 
pertise on a firsthand basis and 
establish greater trust with 
prospective clients. Effective 


marketing facilitates the engage- 
ment of prospective clients in a 
substantive discussion of their 
specific situation, challenges and 
goals. 


Gordon G. Andrew (gordon@ 
highianderconsulting.com) is man- 
aging partner of Highlander Con- 
sulting Inc. in Princeton, N.J. 


To comment on this article or to 
suggest an idea for another arti- 
cle, contact Kim Nilsen, editorial 
director, at knilsen@aicpa.org or 
919-402-4048. 
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The firm’s mailing included a hard copy, 
personalized cover letter to those targets, of- 
fering to provide a pro bono analysis of the 
prospect’s SOX exposure, which was fol- 
lowed by a courtesy phone call designed to 
measure levels of interest and to schedule 
an introductory meeting. 

Over the course of this six-month cam- 
paign, which effectively combined two 
marketing tactics—media exposure and di- 
rect mail—the New Jersey accounting firm 
netted two new pharmaceutical industry 
clients. Instead of generating marketing ac- 
tivity for its own sake, it effectively applied 
specific marketing tactics to yield a prede- 
termined business outcome. 


UsE Your ASSETS WISELY 

Failure to launch occurs when a firm does 
not make good use of the valuable mar- 
keting assets it already possesses. One way 
to capitalize on current assets is to use the 
firm’s intellectual capital to get a foot in the 
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door. To enhance your firm’s brand per- 
ception, focus on marketing strategies and 
tactics that stake out intellectual territory. 
Apply those ideas as the raw material to es- 
tablish and nurture client relationships 
through face-to-face contact and meaning- 
ful dialogue with them. The marketing 
endgame is always to convert your firm’s 
ideas into revenue, not simply to be viewed 
as the smartest CPA firm in town. 

For example, accounting firms typical- 
ly invest considerable time and effort in se- 
curing and preparing for public events, 
industry seminars, keynote addresses, we- 
binars and breakfast round tables. Regard- 
less of the upfront investment, the intrin- 
sic value and opportunities related to 
participation in public forums do not lie 
within the event itself. Consider the fol- 
lowing: 

@ The event represents an implied en- 

dorsement from the sponsoring or- 
ganization because of its vested in- 


terest in showcasing knowledgeable 
speakers. No organization will know- 
ingly showcase a speaker who has no 
credibility or expertise in his or her 
respective field. 

m The audience attending the event 
represents a small fraction of those 
you are attempting to influence, and 
key decision makers often are not 
present at public events. 

m@ What’s done to promote the firm’s 
endorsement from the sponsoring or- 
ganization—in advance of and fol- 
lowing the event—can be more im- 
portant than what occurs at the event 
itself. Simply issuing a press release, 
or posting the event’s slide presenta- 
tion on a website, will not adequate- 
ly address the opportunity. 

The managing partner of a New York- 

based, eight-person CPA firm—following 
his presentation at a regional bar associa- 


tion’s seminar on law-practice-related tax, % 
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compliance and compensation issues— 
sent highlights of his remarks, with a brief 
cover note, to all the members of that re- 
gional bar association, whether they had at- 
tended the seminar or not. 

This CPA firm’s follow-up marketing 
effort, which combined the bar associa- 
tion’s implied third-party endorsement 
with its managing partner’s thought 
leadership in practice management, re- 
sulted in new relationships with three 
law firms that had not attended the sem- 
inar. That’s effective leveraging of mar- 
keting assets. 


DEVELOP A WRITTEN STRATEGIC 
MARKETING PLAN 

How and why an accounting firm applies 
specific marketing tactics should be re- 
flected in a written plan that articulates 
goals, timetables, cost, responsibilities and 
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their business clients regarding the impor- 
tance of documentation and measurement. 


UNDERSTAND MARKETPLACE 
MOTIVATION 
An effective marketing strategy should be 
guided by two prevailing conditions of 
business-to-business marketing (even if the 
target audience includes an individual): 
Buying cycles are opaque. It’s difficult 
to predict when a prospect will be look- 
ing to select a firm, so a marketing plan 
must be designed to drive top-of-mind 
awareness with clients, prospects and re- 
ferral sources. To address the market’s lack 
of transparency, accounting firms should es- 
tablish an internal direct-communication 
discipline to consistently remind clients, 
prospects and referral sources (in a manner 
that is not self-serving or overly promo- 
tional) of the firm’s value proposition, in- 


The marketing endgame is always to convert 
your firm's ideas into revenue, not simply to be 
viewed as the smartest CPA firm in town. 


means of evaluating program effectiveness. 
To help establish tangible business goals for 
your marketing activities, ask these ques- 
tions: 

1. How many new clients is the firm 

seeking to attract? 

2. What type of new clients or average 

billings does the firm want? 

3. When does the firm want them on 

board? 

4. What services will the firm provide 

for them? 

5. How will the firm grow these rela- 

tionships over time? 

A firm will be capable of selecting ap- 
propriate marketing strategies and tactics, 
allocating necessary resources and meas- 
uring program effectiveness only if its goals 
are specific. 

Surprisingly, many firms do not take the 
time to create and work from a written mar- 
keting plan—ensuring focus, consistency, 
momentum and accountability. This is con- 
trary to the counsel most CPAs provide to 


tellectual capital and availability. This dis- 
cipline must involve direct, insightful and 
helpful communication with target audi- 
ences, and should be applied at least quar- 
terly. Although this level of consistency is 
typically not achieved through newsletters, 
blogs or webinars, CPA firms can apply 
those tools to maintain brand awareness if 
the content is original and interesting, and 
if the tools are designed to foster two-way 
interaction with its audiences. One large 
Pennsylvania CPA firm, for example, uses 
its quarterly newsletter to feature interviews 
with CEOs of client companies on a range 
of topics. The firm uses the newsletter it- 
self to build deeper long-term relationships 
with its client base. 

Fear drives decision making. To over- 
come the market's ongoing desire to avoid 
risk, accounting firms must position them- 
selves as a “safe choice” with decision mak- 
ers. Learn to sell on an “intrinsic” vs. “ex- 
trinsic” basis. Rather than telling prospective 
clients what you have done for similar 


clients, engage the prospect in a substan- 
tive discussion of the specific situation, 
challenges and goals. This consultative ap- 
proach demonstrates the CPA firm’s ex- 
pertise on a firsthand basis and establish- 
es greater trust. For more on extrinsic vs. 
intrinsic selling, read “How to Buy/Sell Pro- 
fessional Services,” by Warren J. Wittreich, 
Harvard Business Review, March-April 
1966. Although this article was published 
45 years ago, it demonstrates the long shelf 
life of good ideas. 

A CPA firm’s marketing sophistication 
must be supported by relentless client focus 
to foster retention, and to drive referrals 
through word-of-mouth—the most cost-ef- 
fective means of business development. 

By establishing thought leadership 
based on its intellectual capital, creating a 
communication discipline that delivers 
tools designed to build credibility with tar- 
get audiences consistently, and ensuring its 
tactics facilitate opportunities for the 
firm’s professionals to sell on an intrin- 
sic basis, any CPA firm—whether it’s a 
two-person shop, a regional multioffice 
practice, or a national organization—will 
achieve a significantly higher return on its 
marketing investment. More important- 
ly, the marketing function will be em- 
powered to drive key business metrics in 
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Service Organization 
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SOC 2 reports offer CPAs new opportunities | 


to address clients’ needs. 


by Chris Halterman, CPA 


everal prominent internal control breakdowns and increased focus 
on internal control by regulators, boards of directors and others 
charged with governance have led to increased demand for at- 
testation reports on controls over subject matter other than financial 
reporting provided by an independent CPA. Neither Statement on 
Auditing Standards (SAS) no. 70, Service Organizations, nor the new 
standard that replaced SAS no. 70, Statement on Standards for Attes- 
tation Engagements (SSAE) no. 16, Reporting on Controls at a Service 


Organization, is intended to address controls relevant to these risks. 


In response to this demand, the AICPA 
has developed the Service Organization 
Control (SOC) reporting framework. The 
framework is designed to help service or- 
ganizations, their customers and CPAs 
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understand the types of examination re- 
ports a CPA can issue related to service 
organization controls. The AICPA also has 
published new guidance for attestation 
reports to help meet this growing demand 


for internal control reporting. 

The SOC (commonly pronounced 
“sock”) framework includes three report- 
ing options. This article focuses on SOC 
2 reports and engagements and provides 
some additional information on SOC 3 en- 
gagements. 

SOC 1 engagements are performed in 
accordance with SSAE no. 16 and focus 
solely on controls at a service organization 
that are likely to be relevant to an audit of 
a customer’s financial statements. 

SOC 2 engagements are performed in 
accordance with AT section 101, Attest 
Engagements, using the guidance provid- 
ed in the Guide Reporting on Controls at a 
Service Organization Relevant to Security, 
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Availability, Processing Integrity, Confidential- 
ity, or Privacy (SOC 2) (the SOC 2 Guide). 

ASOC 2 engagement is designed to pro- 
vide: 

@ Organizations that outsource tasks and 
functions a mechanism for improving 
governance and oversight of service 
providers. 

i Service organizations the ability to com- 
municate the suitability of the design and 
operating effectiveness of their controls 
through a widely accepted reporting for- 
mat. 

l@ CPAs an opportunity to expand their at- 
testation services through a new report 
that meets a marketplace need. 

SOC 2 reports provide users with: 


ATTESTATION 


(1) A detailed description ofa service 
organization’s system, including controls 
designed to achieve the criteria for one or 
more of the Trust Services principles. A 
Trust Services report for service organi- 
zations is performed under AT section 
101 using TSP section 100, Trust Servic- 
es Principles, Criteria, and Illustrations for 
Security, Availability, Processing Integrity, 
Confidentiality, and Privacy. Trust Servic- 
es is defined as: 

A set of professional attestation and 
advisory services based on a core set of 
principles and criteria that addresses 
the risks and opportunities of IT-en- 
abled systems and privacy programs 
around controls at the service organi- 
zation that are relevant to one or more 
of the Trust Services principles of se- 
curity, availability, processing integrity, 
confidentiality or privacy. Trust Servic- 
es principles and criteria are issued by 
the AICPA and Canadian Institute of 
Chartered Accountants (CICA). 

(2) An assertion by management re- 
garding the fairness of the description, the 
suitability of the design of the controls and, 
for some engagements, the operating ef- 
fectiveness of the controls; and 

(3) A CPAs opinion on the fairness of 
the description, the suitability of the de- 
sign of the controls and, for some en- 
gagements, the operating effectiveness of 
the controls and description of the tests 
performed by the CPA and the results of 
those tests. The fairness of a service orga- 
nization’s system is measured using system 
description criteria set forth in the SOC 2 
Guide while the suitability of design and 
operating effectiveness of controls related 
to security, availability, processing integri- 
ty, confidentiality or privacy are assessed 
using criteria in TSP 100. 

SOC 3 reports provide users with (1) 
an assertion by management that it main- 
tained effective controls to meet the Trust 
Services criteria, (2) a short description of 
the service organization’s system, and (3) 
a CPA's examination report on either man- 
agement’s assertion or on the effectiveness 
of controls that meet the Trust Services cri- 
teria. The fairness of management's asser- 


tion is assessed using criteria in TSP 100. 

It is important to note that a system is 
more than just computer hardware and 
software. It is the policies and procedures 
used by service organizations to provide 
services to its customers. A system in- 
cludes physical environment and hard- 
ware components of a system, application 
and operating system software, people, 
procedures and data. As it relates to pri- 
vacy, a system includes all aspects of the 
life cycle of personal information, includ- 
ing how it is collected, used, retained, dis- 
closed and destroyed in conformity with 
the commitments in the entity’s privacy 
notice and with criteria set forth in Gen- 
erally Accepted Privacy Principles (GAPP) 
issued by the AICPA and CICA (see “GAPP 
Targets Privacy Risks,” in this issue, page 
D2) 


OUTSOURCING AND 

ITS EFFECTS 

Many companies function more efficient- 
ly and profitably by outsourcing tasks or 
entire functions to other organizations 
(service organizations) that have the per- 
sonnel, expertise, equipment or technol- 
ogy to accomplish these tasks. As part of 
these services, a service organization will 
often collect, process, transmit, store, or- 
ganize, maintain and dispose of informa- 
tion for its customers. Examples of service 
organizations include cloud computing 
providers, payroll processors, information 
security service providers and information 
service providers. 

Although a company outsources tasks 
to a service organization, company man- 
agement retains its responsibility for the 
outsourced tasks and the manner in which 
they are performed and is held accountable 
by the company’s stakeholders, including 
its board of directors, shareholders, cus- 
tomers, employees, business partners and 
regulators. Many of these responsibilities 
can be grouped using the Trust Services 
principles, which address security, avail- 
ability, processing integrity of the system 
used to provide the outsourced tasks, and 
the confidentiality and privacy of infor- 
mation used by the system. As part of its 
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corporate governance, management of an 

organization needs to address these re- 

sponsibilities by: 

@ Developing procedures to identify risks 
resulting from its outsourcing relation- 
ships. 

m Assessing those risks. 

@ Identifying controls at the service or- 
ganizations that address the risks. 

@ Evaluating the suitability of the design 
and operating effectiveness of the serv- 
ice organization’s controls. 

m Implementing and maintaining controls 
to address risks not addressed by con- 
trols at the service organization. 


OBTAINING INFORMATION 
ABOUT A SERVICE 
ORGANIZATIONS SYSTEM AND 
ITS CONTROLS 

In some cases, an organization's manage- 
ment can evaluate the quality of opera- 
tions of a service organization and the 
suitability of the design and operating ef- 
fectiveness of the service organization’s 
controls by establishing monitoring pro- 
cedures that enable it to prevent—or de- 
tect—and correct processing errors and 
control exceptions by a service organiza- 
tion. To illustrate, as it relates to process- 
ing integrity, the company initiates and 
records the information it submits to the 
service organization for processing and is 
able to compare the results of processing 
with its own records. For example, an or- 
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ganization evaluates sales literature ful- 
fillment services performed by a service 
organization by comparing the fulfillment 
statistics provided by the service organi- 
zation with the printing and mailing costs 
of the literature. 

In other cases, the company must rely 
either completely or partially on the ef- 
fective operation of the service organiza- 
tion’s controls. For example, to meet its 
regulatory obligations and privacy com- 
mitments to its patients, a health care 
provider that outsources the analysis of pa? 
tient service outcomes must rely on the 
privacy controls at the service organiza- 
tion. In such a circumstance, the health 
care provider has a limited ability to mon- 
itor the effectiveness of the service orga- 
nization’s privacy controls. 

A company may be able to get informa- 
tion about controls at a service organization 
directly from the service organization. Often 
this information comes from the service 
organization in the form of “Frequently 
Asked Questions” or as part of the system 
description. A service organization may 
also have a list of controls that it has im- 
plemented. However, this information 
may have limitations, such as: 

lm There are no defined criteria for what 
constitutes an adequate description of 

a system and its controls. 

@ In describing its systems, service or- 
ganizations do not use a consistent set 
of criteria for measuring whether a serv- 
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ice organization’s controls are suitably 
designed and operating effectively. 

@ Except for controls likely to be relevant 
to user entities’ financial statement as- 
sertions, service organizations have not 
had a consistent and well-recognized 
method of providing an independent 
CPA’s attestation report on its system de- 
scription or the suitability of design and ~ 
operating effectiveness of its controls. 

SOC 2 engagements are designed to 
meet the needs of user entities and other 
stakeholders by providing service organi- 
zations with criteria for describing their 
systems, criteria for evaluating the suit- 
ability of design and operating effective- 
ness of the service organization’s controls, 
and an independent CPA’s opinion on the 
description of the system and the design 
and operating effectiveness of the service 
organization’s controls. 


SIMILARITY TO SOC | REPORTS 


A service organization may engage a CPA 


to report on centrols at the service organ- 
ization that cover one or more of the Trust 
Services principles of security, availability, 
processing integrity, confidentiality and pri- 


vacy. Service organizations undergo such 


an engagement to provide copies of the 
SOC 2 report to their customers and other 
intended recipients of the reports such as 
regulators and business partners. The re- 
port enables users to secure evidence about 
the effectiveness of internal control at the 


@ CPAs have an opportunity to 
expand their attestation servic- 
es through a new SOC report. 
@ SOC 2 engagements are de- 
signed to meet the needs of 
service organization users and 
other stakeholders. They pro- 
vide organizations that outsource 
tasks and functions a mechanism 
for improving governance and 
oversight of service providers. 
They also enable service organi- 
zations to communicate the suit- 
ability of the design and operat- 


ing effectiveness of their controls 
through a widely accepted re- 
porting format. 

i There are two types of SOC 
2 reports. Type 1 reports provide 
a description of a service organi- 
zation’s system and a CPA's 
opinion on the fairness of the de- 
scription and the design of the 
service organization's controls. 
Type 2 reports also add the 
CPA's opinion on the operating 
effectiveness of controls. 

@ CPAs in public practice who 
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are familiar with reports per- 
formed using SAS no. 70 and 
SSAE no. 16 are well-posi- 
tioned to accept SOC 2 en- 
gagements to meet their 
clients’ needs. However, there 
are some unique factors a serv- 
ice auditor must consider first, 
such as whether the period of 
the report is sufficient to meet 
the needs of users and sufficient 
for the service auditor to form an 
opinion on the operating effec- 
tiveness of the controls that 


meet the applicable Trust Servic- 
es criteria, among others. 
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Choosing the Right SOC Report 


service organization as it relates to one or 
more of the Trust Services principles. 
The written description of the service 
organization’s system includes, among 
other things, the nature of the service pro- 
vided to user entities, procedures used to 
provide the service, and the service orga- 
nization’s controls that address the appli- 
cable Trust Services criteria. While the 
written description is similar in form to the 

written description prepared for a SOC 1 

report, a SOC 2 report uses the applica- 

ble Trust Services criteria in place of the 
familiar control objectives of a SOC 1 re- 
port or a SAS no. 70 report. 

Similar to a SOC 1 report, there are two 
types of SOC 2 reports: 

1. Type 1 report. The service auditor (the 
CPA performing the engagement) ex- 
presses an opinion on whether the de- 
scription is fairly presented (that is, 
whether it describes what actually ex- 
ists) and whether the controls includ- 
ed in the description are suitably 
designed. Controls that are suitably de- 
signed are able to meet the applicable 
Trust Services criteria if they operate ef- 
fectively. 


Concern 


2. Type 2 report. The service auditor's re- 
port contains the same opinions as those 
in a type 1 report but also includes an 
opinion on whether the controls were 
operating effectively. Controls that op- 
erate effectively do meet the applicable 
Trust Services criteria as intended. A 
type 2 report also includes a description 
of the service auditor’s tests of operat- 
ing effectiveness and the results of those 
tests so that users can determine how 
the results of the service auditor’s tests 
affect a particular company and meet its 
needs. 

In addition to preparing a written de- 
scription of the service organization’s system, 
management of the service organization has 
certain other responsibilities in a SOC 2 
engagement, including: 

@ Defining the scope of the engagement. 
Management determines which serv- 
ice(s) and Trust Services principle(s) will 
be covered by the SOC 2 report. In de- 
termining the scope of the system, man- 
agement of the service organization 
should consider the needs of report 
users, including their regulatory obli- 
gations, governance requirements and 








industry practices. 

m Determining whether to engage the 
service auditor to perform a SOC 2 type 
1 or type 2 engagement, depending on 
the needs of users. 

@ For type 2 reports, determining the 
time period covered by the report. Un- 
like SOC 1 reports, there is no gener- 
ally accepted minimum useful period 
that a report needs to cover. However, 
the period covered should be suffi- 
ciently long for the service auditor to be 
able to opine on the operating effec- 
tiveness of the controls and to meet the 
needs of report users. Service organi- 
zations may wish to discuss the time 
period with their service auditor. 

@ Providing a written assertion to be at- 
tached to the description of the system. 
This written assertion by management 
confirms, to the best of management’s 
knowledge and belief, that the descrip- 
tion is fairly stated, controls were suit- 
ably designed to meet the applicable 
Trust Services criteria, and, for type 2 re- 
ports, the controls were operating ef- 
fectively throughout the period. For 


type 2 reports addressing the privacy ¥ 
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principle, management's assertion also 
confirms that management has com- 
plied with its privacy commitments. The 
assertion also confirms that manage- 
ment has a basis for making its assertion 
including the suitability of the design 
and operating effectiveness of the serv- 
ice organization’s controls. 

lm Providing written representations to the 
service auditor regarding its written as- 
sertion and other matters, such as com- 
pliance with laws and regulations and 
the completeness of the information 
provided to the service auditor. 


PERFORMING SOC 2 

ENGAGEMENTS 

SOC 2 reports provide CPAs with an op- 

portunity to meet the needs of service or- 

ganizations and their stakeholders that have 

_ long gone unmet. Service organization cus- 

tomers have often asked for a SAS no. 70 

report addressing controls that are not rel- 

evant to user entities’ internal control over 
financial reporting. With the issuance of the 

SOC 2 Guide, service auditors have a report 

specifically intended to meet those needs. 

Planning, performing and reporting 
for SOC 2 and SOC 1 engagements are 
similar. Service auditors experienced in 
performing SAS no. 70 examinations and 
now SOC 1 engagements should be well- 
prepared to perform SOC 2 engagements. 

However, there are some unique factors 

a service auditor should consider before 

accepting a SOC 2 engagement: 

@ Ensure they have adequate knowledge 
of the subject matter, since SOC 2 re- 
ports address the operating effectiveness 
and compliance aspects of internal con- 
trol rather than controls likely to be rel- 
evant to a user’s internal control over 
financial reporting. Such knowledge 
should include the understanding of 
both the services provided and the Trust 
Services principles addressed by the re- 
port. A service auditor may meet the 
knowledge requirement through the use 
of one or more specialists as indicated 
in AT section 101. 

™ Consider whether the period of the re- 
port is sufficient to meet the needs of 
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users and sufficient for the service audi- 
tor to form an opinion on the operating 
effectiveness of the controls that meet the 
applicable Trust Services criteria. 

@ Consider whether a SOC 2 report on the 
selected principles is likely to meet the 
needs of users and whether the report is 
likely to be misunderstood by those users. 

@ The service auditor should also discuss 
with the service organization’s manage- 
ment that knowledge of the subject mat- 
ter and internal control is required of 
report users to reduce the risk of report 
misunderstanding. Because of this risk, the 
service auditor should reach agreement 
with service organization management 
that use of the service auditor's report will 
be restricted and the intended users of the 
report should be identified. 


SOC 3 REPORTS 


Service organizations may need a general- 
use report (or seal) instead of or in addition 
toa SOC 2 report. In addition, a service or- 
ganization may not wish to provide details 
of controls in its system description or a de- 
scription that meets the criteria set forth in 
the SOC 2 Guide. In these situations, the 
service organization may choose to engage 
a practitioner (a CPA performing an attes- 
tation engagement) to issue a SOC 3 report. 
A SOC 3 report is prepared under AT sec- 
tion 101 using TSP section 100. A practi- 
tioner may report on one or more of the five 
Trust Services principles. 

In the examination report included in 
TSP section 100, the practitioner express- 
es an opinion on whether the service or- 
ganization maintained effective controls 
over its system, based on the criteria in TSP 
section 100 that are applicable to the Trust 
Services principle(s) on which the practi- 
tioner is reporting. Because SOC 3 reports 
are for general use, they can be freely dis- 
tributed or posted on a website as a seal 
(for more information about the seal pro- 
gram, go to Wwwnn.wwelbtirust org). 

Although a SOC 3 report is designed to 
meet the needs of a broad range of users, 
in many cases it will not provide a user with 
sufficient detail about the design and op- 
eration of controls to meet his or her needs. 





More information about the right report 
to use in certain circumstances is outlined 
in Exhibit 1. < 
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Principles provide 4 A sofearly 2011, 46 states had enacted some form of privacy reg- 


comprehensive, scalable 


_ ulation. In particular, those enacted by Massachusetts and Nevada 
AL in 2010 significantly raised the bar in terms of business re- 


framework for managing quirements. Even organizations that have no facilities or personnel in 


compliance and Massachusetts may be subject to the state’s regulations if they maintain 
aN h personal information about any Massachusetts resident. The Nevada law 
reputation threats. applies only to an organization doing business in Nevada. It requires 


by Dan Schroeder, CPA/CITP, 


the use of encryption when data storage devices containing personal in- 
formation are moved beyond the physical or logical controls of the or- 


and Nancy A. Cohen, ganization or when data is transferred electronically (other than by fax) 
CPA/CITP outside the secure system of an organization. 


Beyond the expanding U.S. federal legisla- 
tion and tougher and more pervasive state 
legislation, other factors increasing privacy- 
related risks include expansion and en- 
forcement of the Health Insurance Portability 


and Accountability Act (HIPAA) and inter- 
national standards. Particularly noteworthy 
within international standards is the Euro- 
pean Union (EU) Data Protection Directive 
(also known as Directive 95/46/EC). It 
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requires member states (countries) to enact 
laws prohibiting the transfer of personal in- 
formation to those countries outside the EU 
that fail to ensure an adequate level of pri- 
vacy protection (the U.S. and the EU have 
established a safe harbor program to meet 
this concern). Further, the consequences of 
failing to protect personal information in- 
clude potential damage to the organization’s 
reputation, brand or business relationships; 
the possibility of legal liability and industry 
or regulatory sanctions; possible charges of 
deceptive business practices; customer or 
employee distrust; and, in some extreme 
cases, possible exposure to criminal charges. 

Such was the case in March 2011 when 
Google Inc. agreed, without admitting or 
denying Federal Trade Commission (FTC) 
charges, to a settlement with the FTC relat- 
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ed to alleged deceptive representations and 
violation of Google’s own privacy policy 
when it launched its social network, Google 
Buzz, in 2010. The groundbreaking pro- 
posed settlement, a first in the history of FTC 
settlement orders, required Google to im- 
plement a comprehensive privacy program 
to protect consumers’ personal information. 
It also called for regular, independent pri- 
vacy audits for the next 20 years. 

This article provides a brief overview of 
current and emerging privacy-related risks— 
from regulation and reputation damage— 


——~SET 
~~ 


and then demonstrates how businesses can 
address these risks by leveraging the 
AICPA/Canadian Institute of Chartered 
Accountants’ (CICA) Generally Accepted 
Privacy Principles (GAPP) framework. 


How GAPP CAN HELP 


GAPP brings together international privacy 
regulatory requirements and best practices 
in one framework based on 10 privacy prin- 
ciples (see sidebar, “10 Generally Accepted 
Privacy Principles”). The overall objective of 
the application of GAPP is as follows: 
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_ 10 Generally Accepted Privacy Principles 


Le 





i Personal information is collected, used, 


10. 


Management. The entity defines, documents, communicates and assigns 
accountability for its privacy policies and procedures. 


. Notice. The entity provides notice about its privacy policies and procedures 


and identifies the purposes for which personal information is collected, 
used, retained and disclosed. 


. Choice and consent. The entity describes the choices available to the indi- 


vidual and obtains implicit or explicit consent with respect to the collec- 
tion, use and disclosure of personal information. 


. Collection. The entity collects personal information only for the purposes 


identified in the notice. 


. Use, retention and disposal. The entity limits the use of personal informa- 


tion to the purposes identified in the notice and for which the individual has 
provided implicit or explicit consent. The entity retains personal informa- 
tion only as long as necessary to fulfill the stated purposes or as required by 
law or regulations and thereafter appropriately disposes of such information. 


. Access. The entity provides individuals with access to their personal infor- 


mation for review and update. 


. Disclosure to third parties. The entity discloses personal information to 


third parties only for the purposes identified in the notice and with We 
implicit or explicit consent of the individual. 


. Security for privacy. The entity protects personal information against 


unauthorized access (both physical and logical). 


. Quality. The entity maintains accurate, complete and relevant personal 


information for the purposes identified in the notice. 

Monitoring and enforcement. The entity monitors compliance with its 
privacy policies and procedures and has procedures to address privacy- 
related complaints and disputes. 


Each privacy principle is supported by 


retained, disclosed, and disposed of in 
conformity with the commitments in the 
entity’ privacy notice and with criteria 
set forth in Generally Accepted Privacy 
Principles issued by the AICPA and 
CICA. 


objective, measurable criteria (73 in total) 
that form the basis for effective manage- 
ment of privacy risk and compliance in an 
organization. Illustrative controls and pro- 
cedures are provided for each criterion. 
The application of three criteria in par- 





ticular, along with illustrative controls and 
procedures for each (shown in Exhibit 1), 
make GAPP a scalable privacy risk man- 
agement framework. 


LEVERAGING GAPP FOR 
PRIVACY RISK MANAGEMENT 
The five primary steps related to the de- _ 
ployment of GAPP are summarized as : 
follows: 

Step 1: Data inventory and privacy 
nexus. The term “privacy nexus” means 
understanding what privacy regulations 
a business is subject to. Therefore, the 
first step in managing privacy risks is to 
understand what personal information, in 
either hard copy or electronic form, the 
business processes and/or has in its cus- 
tody and then to understand legal re- 
quirements that might apply to that 
information. Personal information is in- 
formation that is about, or can be relat- 
ed to, an identifiable individual. Most 
information collected by an organization 
about an individual is likely to be con- 
sidered personal information if it can be 
attributed to an identified individual. Pri- 
vacy regulations are both jurisdictional 
(related to the state or country of an in- 
dividual’s residence) and regulatory (re- 
lated to certain industries). 

Understanding privacy nexus require- 
ments is critical to fulfillment of criterion 
1.2.2, “Consistency of Privacy Policies and 
Procedures with Laws and Regulations.” 
This criterion is linked to several other 
criteria throughout GAPP, where consid- 
eration is made to relevant laws and regu- 
lations. It is this consideration in criterion 
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® State, federal and foreign 
governments are expanding pri- 
vacy compliance regulations. 

@ Businesses need to regularly 
assess privacy risks and de- 
ploy effective controls. Good se- 
curity practices do not by them- 
selves represent effective privacy 
risk management. 

@ Businesses should prepare 


flowcharts and have other doc- 
umentation that show how and 
when they capture personal in- 
formation; how it is processed, 
stored and distributed; and who 
can access it at any time. 

® Generally Accepted Privacy 
Principles (GAPP) provide a 
comprehensive and scalable 
approach to managing privacy 
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risks. 

@ Practitioners can leverage 
GAPP to provide advisory and 
attestation services. 
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1.2.2 that ensures GAPP is tailored to any 
business’ specific legal privacy require- 
ments. As part of ensuring all legal re- 
quirements are understood, the business 
should consider compiling and maintain- 
ing an inventory of personal information 
collected and/or processed, segmented by 
privacy nexus requirement (jurisdictional 
—that is, state, country level—and/or reg- 
ulatory, for example, the Gramm-Leach- 
Bliley Act or HIPAA). 

Understanding the data associated with 
personal information is useful for identi- 
fying the processes that involve or could 
involve personal data, and for the owner 
of those processes. By identifying the 
processes and business owners of person- 
al information, the business can then un- 
derstand the end-to-end flow of personal 
information including: 

@ Definition of specific personal infor- 
mation about customers and em- 
ployees the organization collects and 
retains, including the methods in 
which this information is obtained, 
captured, stored and transmitted. 

@ Definition of specific personal infor- 
mation that is used in carrying out 
business, for example, in sales, mar- 
keting, fundraising and customer re- 
lations, including the methods in 
which this information is obtained, 
captured, stored and transmitted. 

@ Definition of specific personal infor- 
mation that is obtained from, or dis- 
closed to, affiliates or third parties, for 
example, in payroll outsourcing, in- 
cluding the methods in which this in- 
formation is obtained, captured, stored 
and transmitted. 

@ Identification of infrastructure compo- 
nents used in the receipt, processing, 
recording, reporting and communi- 
cation of personal information. 

@ Identification of personnel (including 
third parties) that have been granted 
access or potentially could access the 
personal information and how. 

Businesses may find it helpful to prepare 
a flowchart that depicts the flow of personal 
information, including inputs, processing, 
points of storage, outputs, personnel and/or 








GAPP Criteria for Management 
Principles 


1.2.2 Consistency of Privacy 
Policies and Procedures with 
Laws and Regulations 
Policies and procedures are re- 
viewed and compared to the re- 
quirements of applicable laws 
and regulations at least annually — 
-and whenever changes to such 
_ laws and regulations are made. 
Privacy policies and procedures 
_ are revised to conform with the 
requirements of applicable laws 
and regulations. 


1.2.4 Risk Assessment 
A risk assessment process is used 
to establish a risk baseline and to, 
at least annually, identify new or 
changed risks to personal infor- 
mation and to develop and up- 
_date responses to such risks. 


1.2.5 Consistency of 
Commitments with Privacy 
Policies and Procedures 
Internal personnel or advisers — 

_ review contracts for consistency 

_ with privacy policies and proce- 
dures and address any inconsis- 

_ tencies. 


third parties that are involved in various 
aspects of the flow, as well as who could ac- 
cess the personal information. This docu- 
mentation of the data flows can also be a 


Criteria for q Scalable Privacy 
Risk Management Framework 


Illustrative Controls and 
Procedures 


Corporate counsel or the legal 
department: ; . 

e Determines which privacy laws 
and regulations are applicable in 
the jurisdictions in which the enti- 
ty operates. 

¢ Identifies other heir: ane 
cable to the entity. 

¢ Reviews the entity's privacy poli- 
cies and procedures to ensure they 
are consistent with the applicable 
laws, regulations and appropriate 
standards. 


A process is in place to periodical- 
ly identify the risks to the entity’s 
personal information. Such risks 
may be external (such as loss of 
information by vendors or failure 
to comply with regulatory require- 
ments) or internal (such as email- 
ing unprotected sensitive 
information). When new or 
changed risks are identified, the 
privacy risk assessment and the 
response strategies are updated. — 





The process considers factors such 
as experience with privacy inci- 
dent management, the complaint 
and dispute resolution process, 
and monitoring activities. 


Both management and the legal 
department review all contracts" 
and service-level agreements for 
consistency with the entity’s priva- 
cy policies and procedures. 





useful way to identify any points in the data 
flow that represent significant inherent risks 
and whether mitigating controls exist for 


those risks. The flowchart should identify ¥ 
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the information system components (net- 
works, applications, databases, end-user 
computing, etc.), used in receipt, process- 
ing, storage, access and reporting of per- 
sonal information. 

Step 2: Risk assessment. The informa- 
tion compiled in data inventory and pri- 
vacy nexus is necessary for the 
organization to fulfill criterion 1.2.4, “Risk 
Assessment.” This criterion is designed to 
direct the organization to understand the 
inherent risks associated with its use of 
personal information. In particular, the in- 
formation flow and understanding of the 
role of information technology and third 
parties can be useful in identifying inher- 
ent operational risks associated with the 
protection of personal information, and 
whether appropriate mitigating controls 
exist. Since information security is a crit- 
ical component of privacy risk manage- 
ment, the risk assessment should include 
assessment of specific information-securi- 
ty-related risks. 

Step 3: Assess compliance against 
GAPP criteria. This step involves review- 
ing the company’s existing privacy man- 
agement policies, procedures and control 
functions relative to the specific criteria de- 
fined by the AICPA/CICA GAPP frame- 
work. The organization should start this 
step by fulfilling the requirements of cri- 
terion 1.2.10, “Privacy Awareness and 
Training,” to help ensure all affected per- 
sonnel understand the objectives for the 
assessment, the applicable privacy laws 
and regulations, and the detailed GAPP 
criteria. This step often may involve some 
combination of interviews and self-as- 
sessment questionnaires to understand 
and record the organization’s current prac- 
tices relative to each privacy criterion. 

By comparing the company’s existing 
practices for each privacy criterion, the or- 
ganization (or auditor conducting an ex- 
amination) can determine whether control 
practices are adequate to fulfill the control 
criterion, or whether some remedial action 
is needed, and if so, what remediation is 
necessary. 

Step 4: Establish GAPP-based controls. 
This step involves management remediat- 


ing control gaps identified in the GAPP 
compliance assessment. The organization 
should update the GAPP assessment re- 
port periodically (see “Example GAPP As- 
sessment Report” with the online version 
of this article on journalofaccountancy. 
com) and policies and procedures as ap- 
propriate to reflect the existing controls 
accurately. 

Step 5: Monitor GAPP controls. The 
10th principle of GAPP, “Monitoring and 
Enforcement,” defines criteria associated 


with monitoring a wide range of compli- © 


ance considerations; as well as complaints 
or potential instances of noncompliance; 
and reporting and involvement of man- 
agement ultimately responsible for priva- 
cy risk management. 

Optional step: Attestation. Service or- 
ganizations that provide personal-infor- 
mation-related services on behalf of other 
organizations (that is, user entities) may 
find it necessary and/or appropriate to pro- 
vide those user entities with a report of an 
auditor’s examination to provide inde- 
pendent assurance related to the organi- 
zation’s privacy risk management 
practices. Under AICPA Statements on 
Standards for Attestation Engagements, the 
practitioner may report on either man- 
agement’s assertion or the subject matter 
of the engagement. 

Readers interested in more specific 
guidance should refer to the AICPA pub- 
lications Generally Accepted Privacy Prin- 
ciples, CPA and CA Practitioner Version, 
August 2009, and Reporting on Controls at 
a Service Organization Relevant to Security, 
Availability, Processing Integrity, Confiden- 
tiality, or Privacy (SOC 2) (also see related 
article, “Expanding Service Organization 
Controls Reporting,” page 46). * 
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For an example of a GAPP assessment 
report, see the online version of this 
article on journalofaccountancy.com. Enter 
20103191 in the search box 
to find the article. 
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_ JofA articles 
mw “Expanding Service Organization 
Controls Reporting,’ July 2011, page 46 
g “Cloud Computing,” Oct. 2010, page 50° 
g “Replacing SAS 70) Aug. 2010, page 32 
g “Preventing Identity Theft Throughout the 
Data Life Cycle,’ Jan. 2009, page 58 


Use journalofaccountancy.com to find 
past articles. In the search box, click “Open 
Advanced Search” and then search by title. 


Publications 

@ Generally Accepted Privacy Principles, 
CPA and CA Practitioner Version, 
tinyurl.com/24p6gdw, free download for 
AICPA members 

2 Reporting on Controls at a Service 
Organization Relevant to Security, Avail- 
ability, Processing Integrity, Confidentiality, 
or Privacy (SOC 2) (#0128210, paper- 
back; #WSOC2Q, online subscription) 


For more information or to make a 
purchase, go to cpa2biz.com or call the 
Institute at 888-777-7077. - 


Websites 

& Privacy/Data Protection, aicpa.org/privacy, 
which has many downloadable checklists 
and tools on using GAPP in practice, includ- 
ing, but noi limited to: Privacy Risk Assess- 
ment Tool, which is designed to help CPAs, 
CAs, management, owners and other privacy 
professionals perform a privacy risk assess- 
ment in an effective and comprehensive man- 
ner; and Privacy Maturity Model, which pro- 
vides entities with a useful and effective 
means of assessing privacy programs against 
a recognized maturity model and has the 
added advantage of identifying the next steps 
required to move the privacy program ahead. 
@ Service Organization Control Reports 
(formerly SAS 70 reports), aicpa.org/SOC 


IT Center and CITP credential 
The Information Technology (IT) Center pro- 
vides a venue for CPAs, their clients, em- 
ployers and customers to research, moni- 
tor, assess, educate and communicate the 
impact of technology developments on 
business solutions. Visit the IT Center at 
aicpa.org/infotech. Members who want to 
maximize information technology to in- 
crease efficiency and boost profits may be 
interested in joining the IT Member Section 
or pursuing the Certified Information Tech- 
nology Professional (CITP) credential. For 
more information about the IT Membership 
Section or the CITP credential, visit 
aicpa.org/CITP. 
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More than 30 years ago—even before the proliferation of personal computers— 
information technology experts predicted the advent of paperless offices. Flash forward 

to 2010, when the PCPS/TSCPA National MAP Survey asked CPA firms about their use of 
software, hardware, social media and other tech tools. The findings showed 52% of all firms 
surveyed reported operating in a paperless work environment. Larger firms (by revenue) 
were more likely to be paperless. However, the term “paperless” has many different 
meanings, and many businesses are at different stages in the progression away from paper. 


In this special report, leaders in the field of document management talk about the state— 
and the future—of paperless and its effect on accounting. Joining us (listed alphabetically) 
are Howard Brown, president and CTO of Doc.It Inc., a provider of digital document 
management solutions; Scott Francis, senior director of product marketing, Imaging 
Products Group of Fujitsu Computer Products of America, a provider of imaging solutions; 
Bob Lewis, senior director of business development, SMB, Concur Technologies Inc., 

a provider of integrated software solutions for expense reporting; and Mike Sabbatis, 
president and CEO of CCH, a Wolters Kluwer business and provider of tax, accounting, 
and audit information, software, and services for North America. 





Where are accountants in the paperless journey 
today—and where are they heading? 


Mike Sabbatis, CCH: Today, professionals are breaking 
down paper-based boundaries and embracing digital 
work environments to meet client demands of anytime, 
anywhere service. 


_ In the independent, nationwide CCH Accounting Firm 
Client Survey, 82% of businesses said they will move 
more of their processes away from paper to digital and 
that they expect their CPA firms to do the same. Further, 
72% said it's very important for their CPA firm to work in 
a digital environment. 


Howard Brown, Doc.It: We think that paperless began 
for accountants in the 1980s, when they began using 
spreadsheets and word processors and then moved to 
tax software. Paperless tools have evolved, and today 
accountants do almost everything in a paperless format. 


We started in the document management business in the 
year 2000, and we see document management as the 
next major leap in the paperless journey, adding structure 
and standards to the paperless revolution. An effective 
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document management system includes five features: 
security, retention management for the document life cycle, 
an integrated search engine, a check-out/check-in system 
so that multiple people can work on individual documents, 
and an audit trail. 


Scott Francis, Fujitsu: These days, we're seeing a shift 
from on-premise-based document management solutions 
to hosted applications in the cloud. Fujitsu products 
provide accountants with that bridge to the cloud, so 
wherever digital information needs to be processed or 
stored, they can be confident their information will be 
captured by the best technology available. 


Bob Lewis, Concur: For clients, the T&E [travel and 
expense] process has historically been very 

paper- and time-intensive, with very little visibility into 
spending. Concur easily integrates travel booking and 
expense reporting through its Web-based and mobile 
software, eliminating the need for paper receipts and piles 
of expense-tracking spreadsheets. Concur's services include 
comprehensive Web-based and mobile tools that enable 
users to create and submit accurate, in-policy expense 
reports that managers can then easily review, approve, 
process, and audit all in one solution. Automating this 
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process and going paperless saves clients as much as 80% 
of the time it takes across the expense reporting process. 


Return on investment is an important consideration 
when changing technologies. What kind of ROI can 
accountants expect from paperless technology? 


Sabbatis: We've seen figures that a paperless strategy 
can yield savings of as much as 30% to 40% in expenses. 
One of our customers who moved to digital processes 
saved $14,000 in two years just on what they used to 
spend on paper. Another customer reports that in a 
digital environment, it takes about half the time it used 
to for completing a corporate return. 


Francis: A big advantage to paperless investments is that 
there are numerous ways to quantify ROI—both hard and 
soft dollar costs. By implementing digital workflow tools, 
firms can reduce invoice processing time and eliminate 
late fees as well as take advantage of early pay discounts. 
By implementing a distributed capture solution (scanning 
at the point of paper origin), organizations can minimize 
charges from not shipping hard copy documents to a 
central location. DeepSky Accounting, an outsourced 
accounting firm in Orange County, California, actually 
provides its customers with a Fujitsu ScanSnap scanner 
so that all documents can be easily digitized and 
processed quickly without any added shipping fees. 

And both client and CPA have access to all necessary 
documents in real time 24/7. 


Brown: Last year, we did an independent survey of 

our existing clientele, which showed that the greatest 
benefit of a document management system is document 
retrieval. Document retrieval probably doesn’t start to 
play a big role in ROI until year 2. Then it becomes a 
major factor. If somebody were to save 20 or 30 minutes a 
day on document retrieval alone, we think that is a pretty 
good ROI in itself, and that is on top of the thousands of 
dollars in cost savings on paper, photo copier, printing 
and filing costs, and other things. 


We have an ROI calculated for the accounting industry. 
It shows that an accounting firm of 20 persons could 
save over $150,000 a year in all the areas that document 
management affects. 


Lewis: There are many obvious benefits of going 
paperless, including saving accounting firms (and their 
customers) time and money while streamlining their 


business practices. This trend is gaining momentum and 
will continue, because it makes the business of providing 
accounting services to clients more efficient, productive, 
and profitable. 


It is important to remember that the process of going 
paperless begins with your clients. With an organized 
and paperless client, it is far easier to go paperless as a 
CPA or firm providing tax and other year-end accounting 
services. When it comes to tax or audit time, businesses 
have an electronic repository of expense reports; saving 
the tax accountants (or auditors) the low productivity 
hours traditionally spent working through the details to 
assure expenses are hitting the right line items. 


Per Forrester Research, automating the travel and 
expense management process by using Concur can 
return up to a 242% ROI with payback occurring in less 
than 12 months. So going paperless makes sense for 
both the accounting firm and its clients. 


What kinds of things should a CPA take into 
consideration when going to a digitizing process? 


Sabbatis: Firms today are better positioned than ever 
to benefit from digitized tax prep, with solutions now 
available for every step of the process. Firms need to 
seize the opportunity to create a seamless and complete 
workflow across processes. It's not about how one step in 
the process is performed best; it’s about how every step 
is performed best, and how it seamlessly flows into the 
next step in the process, and across the entire workflow. 
This is what CCH calls Best in Process, and it's what 

CCH delivers to our customers with integrated solutions 
aligned with optimized work processes. | 


Francis: Determine whether scanning will occur on the 

front end or after the documents are processed. Combining 
front-end batch scanning with workflow or other tax 
preparation tools will provide maximum benefit and 
productivity, eliminating the paper bottlenecks and providing 
increased visibility during the entire tax prep process. 


Brown: Having the right tools is important—good 
hardware, software, and scanners that can handle tax 
slips of all different sizes, and multiple monitors. Test 
everything three or four months before tax season starts. 
Have the individual steps identified, because in tax 
season, everyone needs to know precisely what the steps 
are in the digital process. Most firms want to have yy 
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a best practice document with the steps and have the 
staff trained because, once you step into tax season, 
there is no wiggle room. 


It seems that going paperless can only benefit a 
firm. Are there any downsides? 


Francis: Paper is only as safe and secure as the 
environment in which it is stored. New cloud technologies 
enable firms to manage and store content 100% off 

site, so there is no risk of losing data. For organizations 
that still feel the need to store electronic files in-house, 

a recovery backup plan (including off-site storage) can 
prevent any loss of data in the event of a disaster. 


Brown: | think a well-implemented document 
management system can only benefit a firm. But backup 
is essential as is having a disaster-recovery plan in place. 


Sabbatis: Some people may think that the electronic 
environment could depersonalize the relationship with 
clients, but the opposite is true. Through productivity 
gains and automation of lower-value work, you have the 
opportunity to deliver more personal and customized 
high-value services to your clients than ever before. 


How are scanners evolving to help accountants 
digitize their tax-prep process? 


Sabbatis: Scanners may seem like a fairly straightforward 
technology—but don’t take them for granted. There are 
big gains by picking the best solution and making sure 
you optimize its use by having a scanning process at the 
front end of your tax process or workflow. 


Equally important is having the right tool that can do a 

lot for you. A solution such as CCH's ProSystem fx® Scan 
with AutoFlow Technology allows firms to not only digitize 
paper they receive from clients, but also to extract the 
information and provide leverage across their workflows. 
For example, it lets a firm extract data from common 1040 
source documents; facilitate verification of this extracted 
information; import verified 1040 information directly 

into ProSystem fx® Tax in real time; and extract detailed 
gain and loss statement information to a preconfigured 
spreadsheet for easy reconciliation and import. 


Francis: Fujitsu provides a wide range of scanning 
options for accountants. Some of the latest versions are 
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ultramobile, USB-powered devices, so that accountants 
can easily digitize a few documents on the road or at 

a client's site. There are also network-enabled models 
(nonportable), which can enhance productivity of an 
entire accounting office by streamlining labor-intensive 
tasks into simple “job menu” buttons while still providing 
necessary security. 


What other hardware would be helpful? 


Lewis: Innovation continues to drive toward use of 
mobile apps that enable the capture of receipt images 
right on the smartphone, helping track costs and manage 
cash electronically. As employees travel and incur 
expenses, they can capture the expenses electronically 
as they are being incurred, so their expense reports are 
virtually completed automatically for them in real time, 
instead of weeks after the fact. Periodic and year-end 
work is far more efficient as the expense details are 
captured and supporting receipt detail is associated and 
stored electronically. 


Brown: Monitors are one of the quiet heroes of document 
management. Monitors are very important because they 
effectively replace your physical desktop, where you 

used to lay papers out. You should be able to flip full-size 
images on your monitors so you can work the same way 
on your monitor as you did on your desk. So in the tax 
process, for example, you would want to be able to view a 
document in full size and not have to scroll them. 


You definitely want to have at least two full-sized 

(not wide-screen) monitors (three are better), at least 
19 inches. If you are using wide-screen monitors, select 
a 22- or 24-inch size, at least 11 inches tall so you can 
show a full page. 


How are CPAs using portals—secure online 
storage areas—to collaborate with clients, 
and what are the benefits? 


Brown: One of the important benefits of a portal 
is security. Another benefit, aside from general 
collaboration, is the ability to send large documents. 


Francis: Today business is happening around the world 
24 hours a day. Portals are removing hindrances like 
time differences and enable organizations to access 
information from anywhere. 
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Section 179 Expensing for 
Noncorporate Lessors 





While 100% bonus depreciation may be the “flavor 
of the month” when it comes to accelerated 
depreciation, it is limited to original-use property 
and is currently scheduled to sunset for most 
property at the end of 2011. IRC § 179 expensing 
therefore remains a prime option for small busi- 
nesses, especially since it contains allowances 
similar to those for bonus depreciation for quali- 
fied restaurant and leasehold and retail improve- 
ment property and the expensing limit remains 
pegged at an ample $500,000. 


These provisions are temporary through 2011 as well but 
may stand a better chance of extension than 100% bonus 
depreciation, which was billed as an emergency stimulus. One 
hurdle section 179 imposes, however, is that noncorporate tax- 
payers must follow some exacting rules to expense property 
they lease to others. 

Under section 179(d)(5)(A), taxpayers may take a deduction 
for eligible property they lease to others if they manufactured or 
produced the property. But for leased property they did not man- 
ufacture or produce, the term of the lease (including options to 
renew) must be less than 50% of the class life of the property, 
and during the first 12 months after the property's transfer to the 
lessee, the lessor’s deductions with respect to the property under 
section 162 (other than rents and reimbursements) must total 
more than 15% of rental income produced. This presumably 
ensures that the lease is not a finance lease. 

Eligible taxpayers can benefit from this provision but will 
need to carefully plan their leasing and expenditures. They'd 
also do well to peruse the guidance and court cases that applied 
to identical provisions under former section 46(e)(3)(B) for the 
investment credit as it existed before 1991. See, for example, 
Treas. Reg. § 1.46-4(d). See also IRC § 168(i)(3) for a further 
definition of “lease term.” 

A more recent example of an attempted section 179(d)(5)(B) 
deduction can be found in the Tax Court opinion in Ross P 
Thomann v. Commissioner, TC Memo 2010-241. The IRS disal- 
lowed the entire claimed section 179 deduction for farm 
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equipment for three tax years; the Tax Court upheld the disal- 
lowance, along with accuracy-related penalties. The taxpayer’s 
main problem was the lack of a written lease covering the years 
at issue that clearly identified the property leased and the lease 
term. There also was no evidence of any attempt to document 
class life and compare lease income with section 162 expenses. 

If the court had examined the property’s class lives, it might 
have performed this analysis: 


Property Leased Class Life* Maximum 
Lease Term 

a ee ee 
ee ie 

and fence 10 years <5 years 
Sans FL eS 
hi 

a 1D ee ee ee 


* Revenue Procedure 87-56: Asset class no. 00.3, land improvements and drain- 
age facilities; 01.1, agriculture grain bins, machinery and equipment, and fences; 
00,241, light general-purpose trucks; 00.11, office fixtures and equipment. 


If it had determined the terms of the leases were for less than 
50% of the class life of the property, the court next would have 
had to examine whether section 162 deductions equaled at least 
15% of rental income produced in the first 12 months of the 
leases (it didn’t reach either issue). If, for example, the pickup 
truck’s lease amount had been $5,000 in the first 12 months after 
it was transferred to the lessee, the taxpayer would have to have 
claimed more than 15% of that amount, or $750, in section 162 
deductions related to it during that period. Therefore, lessors 
using this method should make sure they make the required 
amount of expenditures for repairs and maintenance or other 
deductible costs at the required time. This may mean front- 
loading scheduled maintenance, perhaps most successfully for 
used property that needs repairs and maintenance as it is placed 
in service or soon afterward. Multiple lease terms may complicate 
the leasing transaction, but more common settings of nonfarm 
commercial property and residential real estate may entail fewer 
asset classes—perhaps only one. Whatever extra effort the 
method requires could well be worthwhile; it might have saved 
Thomann nearly $100,000 in deficiencies and penalties. 

CPA and attorney John J. Connors, author of the AICPA- 
published Depreciation, Amortization, and Property Transfers: 
Issues and Strategies, said these provisions may come into play, 
perhaps inadvertently, by the common practice of forming an 
LLC to hold property, where the LLC then leases the property to 
a related entity. Second, Connors said, taxpayers should be 
aware that even a lease that is properly structured under these 
provisions may trigger state sales and use taxes in some states. 


By JofA senior editor Paul Bonner. To comment on this article or 


to suggest an idea for another article, contact him at pbonner@ 
aicpa.org or 919-402-4434. 
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UNICAP RULES 


“ASSOCIATED-PROPERTY” 
REGS SURVIVE “STRONG” 
CHALLENGE 

The U.S. Court of Federal Claims upheld 
regulations requiring imputed interest on 
the basis of business property temporar- 
ily removed from service to be included 
in capitalized costs of property improve- 
ments. 

Virginia electric and natural gas utili- 
ty Dominion Resources Inc. replaced coal 
burners in two of its electric generating 
plants, which it temporarily took offline. 
The taxpayer and the IRS agreed that the 
direct costs related to the burners had to 
be capitalized under IRC § 263A and 
associated regulations, the uniform capi- 
talization, or “unicap” rules. They also 
agreed that debt directly related to the 
replacement had to be included in that 
capitalization. They disagreed, however, 
on the amount of interest on other debt 
that had to be allocated to associated 
boilers and generating equipment and 
capitalized as an indirect cost of taking 
them out of service (the “associated- 
property” rule). 

IRC § 263A requires capitalization of 
the direct and allocable indirect costs of 
real or tangible personal property con- 
structed, installed, produced or improved 
by the taxpayer and used in the taxpayers 
trade or business or for-profit activity. 
Under Treas. Reg. § 1.263A-9 (the “avoid- 
ed-cost” method), such capitalized costs 
must include interest paid or incurred 
with respect to the property produced 
(“traced debt”). They also must include 
other interest to the extent it could have 
been avoided if the costs of producing or 
improving the property (“accumulated 
production expenditures”) had instead 
been used to repay loans. Under Treas. 


Reg. § 1.263A-11(e)(1)Gi)(B), accumu- 
lated production expenditures include 
the adjusted basis of any existing proper- 
ty that is removed from service during 
the improvement. In other words, when 
taking property out of service to replace 
it, after capitalizing interest on debt 
directly related to the replacement, a tax- 
payer that pays or incurs interest on 
other debt must also capitalize interest 
on that debt, up to an amount of debt 
equal to the adjusted basis of the proper- 
ty taken out of service. The taxpayer 
argued that this requirement conflicts 
with IRC § 263A and is unreasonable. 

The court applied the two-step test of 
Chevron U.S.A. Inc. v. Nat. Res. Def. Council 
Inc. (467 U.S. 837 (1984)). Under step 
one, the court has to determine if 
Congress directly addressed the issue in 
the Code and, if so, whether the regula- 
tion is consistent with the law. If the 
Code is silent or ambiguous on the issue, 
then under step two the court determines 
if the regulation is reasonable—that is, 
not arbitrary or capricious, procedurally 
defective or manifestly contrary to the 
statute. Under step one the taxpayer 
argued that production expenditures 
under the avoided-cost method should 
not include the existing property's basis, 
since it is not added to that of the 
improvement for purposes of deprecia- 
tion, but rather remains subject to the 
depreciation method already being used. 
The court agreed that the use of “unit of 
property” in Treas. Reg. 8 1.263A-11 to 
refer to the improvement alone, minus 
the associated property, appeared incon- 
sistent with using the associated proper- 
ty’s basis to calculate interest imputed to 
the improvement. 

Dominion also argued that the associ- 
ated-property rule violated the definition 
of “production expenditure” in IRC § 


263A(f)(4)(C): “costs (whether or not 
incurred during the production period) 
required to be capitalized under subsection _ 
(a) with respect to the property.” The court 
acknowledged that production expendi- 
tures could include economic costs related 
to replacement of property but said the 
statute did not address, nor had the gov- 
ernment satisfactorily explained, why the 
basis of associated property was their 
proper measure. The court found that the 
governments rationale that the associat- 
ed property could be used to pay down 
debt if sold was “a fiction” in this case, 
given the size and permanence of electri- 
cal generating equipment. However, the 
court further noted that the statute itself 
is “tautological,” as it encompasses both 
the potential savings that might have 
been realized if the expenditures had not 
been incurred and the effect of those 
hypothetical savings on the actual expen- 
ditures. Thus, the court said, it could not 
conclude the associated-property rule 
contradicts the statute. 

Under step two, the court found the reg- 
ulatory history of the associated-property 
rule “sparse” and its stated rationale “not 
very satisfying.” The rule provides “at best a 
very rough approximation” of lost revenue 
and appears to be a disincentive to improv- 
ing manufacturing property, the court said. 
However, although Dominion’s challenge 
was “strong,” in such a “close case,” “the 
court cannot say that Treasury overstepped 
the latitude granted by the statute.” 

The court went on to examine 
whether the Treasury Department fol- 
lowed the rules of the Administrative 
Procedure Act—that is, whether it adopt- 
ed the associated-property rule in an 
arbitrary or capricious fashion, abused its 
discretion or adopted it otherwise not in 
accordance with the law. Dominion, cit- 
ing Motor Vehicle Mfrs. Ass’n v. State Farm 
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Mut. Auto. Ins. Co. (463 U.S. 29 (1983)), 
argued that the Treasury Department 
failed to explain its reasoning for the rule. 
The court noted that State Farm would 
also allow a regulation of “less than ideal 
clarity” to be upheld “if the agency’s path 
may reasonably be discerned.” In this 
case, the court said, “it is a stretch” to say 
the Treasury cogently explained its rea- 
soning, but its path “can be ‘discerned,’ 
albeit somewhat murkily.” 

Dominion Resources appealed the deci- 
sion to the Federal Circuit, where the case 
remained pending as of late May. 

® Dominion Resources Inc. v. USS., 
docket no. 08-195T (Fed. Cl. 2/25/2011) 


By Edward J. Schnee, CPA, Ph.D., Hugh 
Culverhouse Professor of Accounting and 
director, MTA Program, Culverhouse School 
of Accounting, University of Alabama, 
Tuscaloosa. 


CAPITAL GAINS AND LOSSES 


STATE INCOME TAX CREDIT IS 
A CAPITAL ASSET 

The Tax Court held that a taxpayer's sale 
of a state income tax credit resulted in a 
capital gain, not ordinary income, since 
the payments received from the sale were 
not a substitute for ordinary income. 

Capital assets consist of all assets 
except those listed in eight categories in 
IRC § 1221(a). Common noncapital 
assets are inventory, accounts and notes 
receivable, depreciable property and land 
used in a trade or business, and supplies. 
Certain copyrights, U.S. government 
publications, commodities derivative 
instruments and hedging transactions are 
also excluded as capital assets. In addi- 
tion to the eight statutory exclusions, the 
courts have held that the right to receive 
future ordinary income is not a capital 
asset. 

In 2004, George and Georgetta Tempel, 
residents of Colorado, made a charitable 
donation of a qualified conservation 
easement and thereby qualified under 
Colorado law for $260,000 in state con- 
servation donation income tax credits. 


www.journalofaccountancy.com 


TAX MATTERS 


The credits made the Tempels eligible for 
a limited Colorado state income tax 
refund. The couple also was permitted 
under Colorado law to carry unused 
credits forward up to 20 years, or they 
could transfer any unused credits to cer- 
tain other taxpayers. In December 2004, 
the Tempels sold $110,000 of tax credits, 
receiving net proceeds of $82,500. On 
their federal joint return, after assigning 
a basis of $4,897 (a portion of the pro- 
fessional fees incurred to make the dona- 
tion) to the tax credits, the Tempels 
reported a short-term capital gain of 
$77,603 on their 2004 return. The IRS 
issued a deficiency notice for 2004 and 
2005 reclassifying the entire proceeds as 
ordinary income and assigning a zero 
basis to the credits. The taxpayers peti- 
tioned the Tax Court for relief. In a cross- 


motion to the governments motion for 
summary judgment, the Tempels claimed 
the gain should be long-term capital gain 
and that a portion of the land’s cost could 
be allocated to the state credits as basis. 

The IRS conceded that the income tax 
credits did not fall under any of the eight 
statutory exceptions but rather argued 
there was a sale of contract rights that 
should be analyzed using the six-factor 
test of Gladden v. Commissioner (112 TC 
209). The court held the Gladden factors 
were inapplicable to this case because 
government-granted tax credits are not 
contract rights. 

The IRS further argued the Tempels 
had the equivalent of economic income 
when they sold their state tax credits, 
because their future federal tax liability 
was lower due to higher future itemized 
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deductions for state income taxes. The 
court held that a lower tax liability is not 
an accession of wealth and cannot be 
income. Furthermore, the Tempels’ 
receipt of the credits was not a right to 
income, and therefore they did not sell a 
right to earned income or to earn 
income. Thus the proceeds could not be 
a substitute for the right to receive future 
ordinary income, according to the court. 

The court agreed with the IRS, how- 
ever, that the Tempels’ basis in the cred- 
its was zero. It held that none of the 
expenses related to the donation should 
be assigned as basis of the credits, since 
the taxpayers did not acquire them by 
purchase but received them by comply- 
ing with a state tax law. Furthermore, 
none of the basis in their land could be 
assigned to the credits that were sold, 
because the credits were not a property 
right in the land they owned. On similar 
grounds, the court also rejected the tax- 
payers’ argument that their holding peri- 
od in the land upon which the conserva- 
tion easement was based should carry 
over to the credits and held that their 
gain was therefore short-term. 

— George H. and Georgetta Tempel v. 
Commissioner, 136 TC no. 15 


By Charles J. Reichert, CPA, professor of 
accounting, University of Wisconsin— 
Superior. 


TRADE OR BUSINESS, BAD 
DEBT LOSS 


LOAN LOSS HELD NOT 
PERSONAL 
The Tax Court ruled that a taxpayer's loan 
to a business associate was made in con- 
nection with the taxpayer's trade or busi- 
ness, and therefore, the forgiveness of 
that loan was a bad-debt loss under IRC 
§ 166(a). The IRS had argued that the 
loan was personal and therefore subject 
to the limitations of section 1211. 
During the years relevant to the case, 
Todd Dagres was a member manager of 
several limited liability companies that 
managed venture capital funds. At the 
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same time, he was a salaried employee of 
Battery Management Co. (BMC), an S 
corporation that provided management 
services to the LLCs. Dagres’ responsibil- 
ities as member manager included find- 
ing and researching investment opportu- 
nities for the venture capital funds. 
Prior to this, Dagres had worked as an 
analyst for a San Francisco investment 
bank, focusing on the computer net- 
working industry. In the mid-1990s, 
Dagres met William L. Schrader, whom 
Dagres considered a pioneer in the devel- 


opment of the Internet. Schrader’s com- 


pany, PSINet, provided Internet connec- 
tivity to commercial customers, and 
Dagres served as the lead investment 
banker for its initial public offering in 
1995 and 1996. Schrader’ contacts with- 
in the burgeoning Internet put him in a 
prime position to provide Dagres with 
leads on promising companies for Dagres 
to investigate as potential investments for 
the venture capital funds. 

When the Internet stock bubble burst 
in 2000, PSINet’s share price fell by more 
than 85%, while the stock of many of the 
company’s customers also plummeted, 
further eroding Schrader’s financial posi- 
tion. Schrader’s personal holdings of 
PSINet stock were pledged as collateral 
for loans, and his bankers began 
demanding additional security or repay- 
ment. After exhausting his personal 
funds and money he could obtain from 
family and friends, Schrader asked 
Dagres to lend him $5 million. 

Dagres did so, with an unsecured 
demand note at 8% interest, in late 2000. 
In return, Schrader would tell Dagres 
about new companies that might provide 
Dagres, as member manager of the vari- 
ous capital venture funds, opportunities 
to profit from Schrader’s industry knowl- 
edge and contacts. Schrader repaid 
$800,000 in 2002. As Schrader’s finan- 
cial position grew worse, Dagres forgave 
the original loan in exchange for a new, 
nondemand promissory note for $4 mil- 
lion with 1.84% interest. 

Schrader made interest payments 
totaling $30,000 in 2003 but then noti- 





fied Dagres that he would not be able to 
make any further payments. In a settlement 
agreement, Dagres accepted $364,782 in 
securities from Schrader and forgave the 
balance of the $4 million loan. On 
Schedule C of his 2003 individual tax 
return, Dagres claimed a business bad- 
debt loss of $3,635,218, the difference 
between the $4 million loan balance and 
the securities received. The IRS disal- 
lowed the loss, claiming it was a person- 
al loan, not made in conjunction with a 
trade or business. The IRS calculated a 
tax deficiency of $981,980 and an accu- 
racy-related penalty of $196,396. 

The Tax Court found that Dagres was in 
the trade or business of working as an 
employee of BMC, but he was also a mem- 
ber manager of the venture capital LLCs, 
each of which was in the trade or business 
of managing venture capital funds. The 
venture capital business was attributable to 
Dagres, and the dominant motivation for 
making the loan to Schrader was to gain 
preferential access to companies in which 
the venture capital funds might invest. 
Since the loan was proximately related to 
his venture capital management activities, 
its forgiveness constituted a business bad- 
debt loss. Because the loss offset all his 
income, there was no understatement of tax 
and hence no accuracy-related penalty, the 
court said. 

B Todd A. Dagres v. Commissioner, 136 
TGino.s12 


By Alice A. Upshaw, CPA, MPA, instruc- 
tor of accounting, and Darlene Pulliam, 
CPA, Ph.D., Regents Professor and McCray 
Professor of Business, both of the College of 
Business, West Texas AGM _ University, 
Canyon, Texas. 


WITHHOLDING 


GOVERNMENT CONTRACTOR 
WITHHOLDING DELAYED TO 
2013 

The IRS issued final regulations (TD 
9524) further postponing implementa- 
tion of mandatory 3% withholding on 
payments from government entities to 
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contractors and providing interim guid- 
ance. The final regulations also adopt a 
$10,000 withholding threshold for any 
single payment and provide a transition 
rule under which interest and penalties 
will not apply for a failure to withhold on 
payments made before Jan. 1, 2014. 

The withholding requirement was 
added to IRC 8 3402(t) by the Tax 
Increase Prevention and Reconciliation 
Act of 2005 (PL 109-222). The provision 
requires the withholding from payments 
by the federal or state governments or 
their instrumentalities or subdivisions 
(including multistate agencies) to any per- 
son for services or property. 

The provision’s effective date was first 
postponed by the American Recovery and 
Reinvestment Act of 2009 (PL 111-5). The 
final regulations now delay it by another 
year, to apply to payments made after Dec. 
3132012, 

The statute excludes from the with- 
holding requirement payments made to 
other governmental entities, tax-exempt 
entities and foreign governments; those 
made by political subdivisions of states or 
instrumentalities of those subdivisions 
that make less than $100 million of such 
payments annually; payments to govern- 
ment employees for services as an employ- 
ee; payments for interest or real property; 
and payments subject to withholding 
under other Code provisions (with the 
additional requirement, for backup with- 
holding under section 3406, that those 
amounts must actually be withheld). Under 
Notice 2010-91 issued in December 2010, 
withholding will not apply to payments 
made by payment card transactions (other 
than convenience checks issued in con- 
nection with payment card accounts) until 
at least 18 months after further guidance 
is finalized. 

In congressional testimony and letters 
earlier this year, the AICPA called on 
Congress to repeal the withholding provi- 
sion, calling it an undue burden for both 
governments and contractors and unnec- 
essary, given existing tools that already 
monitor contractors’ federal tax compli- 
ance. Medical providers and farmers could 
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be particularly hard-hit by the require- 
ment, the AICPA said. 

The IRS received “numerous” com- 
ments about the administrative burden of 
complying with the withholding provision 
in response to proposed regulations issued 
in 2008 (REG-158747-06). The Service 
said it has tried to balance the concerns 
with the statute’s legislative intent. The IRS 
noted commentators’ assertion that gov- 
ernments would need at least 18 months 
from issuance of final regulations to adapt 
their systems and procedures to comply. 

Besides extending the effective date, 


under the final regulations the withhold- 


ing requirement does not apply to pay- 
ments made after Dec. 31, 2012, if the 
payments are made under a written bind- 
ing contract in effect on Dec. 31, 2012. 
However, if an existing contract is materi- 
ally modified after that date, subsequent 
payments will be subject to withholding. 
The final regulations provide guidance on 
what constitutes material modification of 
a contract for purposes of the exception. 

Under proposed regulations (REG- 
151687-10) issued simultaneously with the 
final regulations, the exception for pay- 
ments made under existing contracts would 
no longer apply starting Jan. 1, 2014. 

Other guidance the final regulations 

provided included: 

m@ The $10,000 payment threshold 
applies to each payment to a per- 
son, regardless of the number of 
items of property or services a pay- 
ment covers. Under an anti-abuse 
rule, withholding may not be cir- 
cumvented by dividing a payment. 

m@ Where the government entity pays a 
prime contractor, only the payment 
to that contractor is subject to with- 
holding, not the contractors pay- 
ments to subcontractors. 

m@ The date of a payment subject to 
withholding is considered to be that 
on which payment is made, without 
regard to the date on which the gov- 
ernment entity accepts the services 
or property or whether the payment 
is made under various forms of 
advance, interim or performance- 





based measures. 

@ Payments for utility services are not 
exempt. 

@ The exception for tax-exempt pay- 
ees applies regardless of whether a 
payment is treated as unrelated 
business income to the tax-exempt 
entity. 

m@ The exception for real property 
includes purchase or lease of exist- 
ing real property but does not 
extend to construction of buildings, 
roads or bridges or other public 
works projects. ; 

m@ The exception for government 
employee compensation includes 
employer-provided fringe benefits. 

lm Grants made by government enti- 
ties for certain public purposes are 
generally excluded from withhold- 
ing. 

@ The amount of payment subject to 
withholding includes any sales, 
excise or value-added tax; however, 
the government entity may exclude 
the tax if it does so consistently for 
all payments to the same payee dur- 
ing a calendar year. 

The final regulations were effective 

May 9, 2011. 


INFORMATION REPORTING 


W-2 HEALTH INSURANCE 
REPORTING DETAILED 

The IRS released guidance (Notice 2011- 
28) in question-and-answer format on the 
new requirement that employers include 
the “aggregate reportable cost” of employ- 
er-sponsored group health insurance on 
Form W-2, Wage and Tax Statement. 

The requirement was added for tax 
years beginning after 2010 by the Patient 
Protection and Affordable Care Act (PL 
111-148) under IRC § 6051(a)(14). It is 
intended to provide employees with “use- 
ful and comparable consumer informa- 
tion” on the cost of their health care cov- 
erage, with no resulting effect on its tax 


treatment. In October 2010, with Notice 


2010-69, the IRS made the provision 
optional for calendar 2011. In other 
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words, employers may report the cost for 
2011 but are not required to do so until 
they issue W-2s in January 2013 for cal- 
endar 2012. 

Interim guidance in Notice 2011-28 
released in late March includes additional 
transition relief for certain employers and 
types of health coverage. Notably, employ- 
ers are not required to report costs for any 
calendar year if they were required to file 
fewer than 250 Forms W-2 for the pre- 
ceding calendar year. For example, 
employers that issue fewer than 250 
Forms W-2 in January 2012 for 2011 will 
not be required to report costs on any 
W-2s they issue in January 2013 for 2012 
(Q&A 3 of the notice). 

Other points covered by the guidance 
include: 

@ All employers that provide applica- 
ble employer-sponsored coverage 
under a group health plan are gen- 
erally subject to the requirement, 
including federal, state and local 
governments, churches and other 
tax-exempt employers. However, 
reporting is not required by federal- 
ly recognized Indian tribal govern- 
ments or for coverage provided by 
federal or state governments (or 
their political subdivisions or agen- 
cies or instrumentalities) under a 
plan maintained primarily for mem- 
bers of the military or their families 
(Q&As 3 and 22). 

@ The amount is reported in Box 12 of 
the form, using the code “DD” 
(Q&A 5). 

m The aggregate reportable cost in- 
cludes portions paid by both the 
employer and the employee. Gen- 
erally, it is for coverage that is 
excludable from the employee’ gross 
income. However, it includes costs 
includible in the employee’s gross 
income because they are for coverage 
of persons other than the employee, 
employee’ spouse, dependents and 
adult children under age 27 (Q&As 
12-15). 

@ For employees who terminate 
employment during a calendar year, 
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employers may either include or 
exclude the cost of post-employ- 
ment continuation coverage during 
the year, as long as the method used 
for such employees is reasonable 
and consistent (Q&A 6). 

The aggregate reportable cost of care 
does not include cost of coverage 
under a free-standing dental plan or 
vision plan that is not integrated into 
a group plan covering other health 
care. It also does not include contri- 
butions to Archer MSAs, health sav- 
ings accounts or health reimburse- 


ment accounts. It does not include 


Total income tax reported on 
individual returns fell in 2009 
by 15.9% from 2008 and 

22.2% from 2007. 


$1,200 


$1,000 |- 


$800 


$600 


$400 


$200 


$0 


2005 


2006 


“Total for 2009 is preliminary. 


salary reduction amounts elected 
under a health flexible spending 
arrangement (FSA). However, it does 
include employer matching amounts 
in a health FSA (Q&A8 16-20). 

@ The cost of coverage under a multi- 
employer plan is not reported, nor 
is coverage under a self-insured 
group plan that is not subject to 
any federal continuation coverage 
requirements (Q&AS 17 and 21). 

The guidance also provides further 

details on types of coverage subject to 
reporting and prescribes methods of cal- 
culating the cost of coverage. 
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PRACTICE AND PROCEDURES 


IRS ADDRESSES ACCOUNTING 
SOFTWARE AUDIT CONCERNS 
Ina March 29 letter from Patricia Thompson, 
chair of the AICPA’ Tax Executive 
Committee, to Chris Wagner, commission- 
er of the IRS’ Small Business/Self-Employed 
Division, the AICPA communicated its con- 
cerns regarding the Services program to 
request the accounting software files of cer- 
tain small business taxpayers under exam- 
ination; the letter cites QuickBooks and 
Peachtree as examples of accounting soft- 
ware actively used by small businesses (for 
previous coverage see “Tax Matters: AICPA 
Calls for Accounting Software Safeguards in 
IRS Audits,” June 2011, page 68). The 
AICPAS letter is available at tinyurl.com/ 
625vwit. 

This is a critical matter because the use 
of accounting software has become com- 
monplace by businesses in meeting the 
requirement to maintain proper “books and 
records,” including records involving 
income, expenses, assets and other perti- 
nent information. If the firm is subse- 
quently selected by the IRS for examina- 
tion, the Service’ general position is that 
the entire file must be turned over to the 
IRS, even though it may contain informa- 
tion: (1) from tax years unrelated to the 
years under examination; or (2) even data 
not normally considered part of a firm's 
“books and records” as that phrase is com- 
monly understood for tax administration or 
audit purposes. 

In response to the AICPA March letter, 
the IRS sent a letter on April 20 to the 
Institute stating that “it is important an 
exact copy of the original electronic data file 
be provided to the examiner and not an 
altered version.” The Service wants to see 
the original data file because it would help 
identify whether there have been deleted or 
altered entries to the file. The letter elabo- 
rates that “the original data file may provide 
the date a transaction was originally creat- 
ed, dates of subsequent changes, what 
changes were made, and the username of 
the person who entered or changed that 
transaction.” The IRS’ letter is available at 
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tinyurl.com/S3rza5h6. 

The AICPAS March letter urged the 
Service to begin a dialogue on the issue to 
ensure reasonable safeguards are put in 
place “to protect small business taxpayers 
from turning over more data in an elec- 
tronic format than is necessary for the IRS 
to perform an examination.” In addition to 
requesting further dialogue with the 
Service, the AICPA has also begun discus- 
sions with two of the nation’s accounting 
software developers about helping CPAs 
and their small business clients provide the 
Service with only the data that is responsive 


and relevant to an IRS examination—but ~ 


not more. While stating it wants an exact 
copy of the electronic file, the IRS in its 
April letter offered the following “sugges- 
tions” to address the concerns of CPAs and 
their clients: 

@ The client should consider backing 
up its electronic data files annually at 
the end of each tax year. This would 
lessen the amount of data provided 
to the IRS should the client undergo 
a subsequent audit. 

@ The client’ electronic data files may 
generally be condensed for dates 
prior to the tax year(s) under audit, 
but condensed data is not acceptable 
(according to the IRS) for the years 
under audit. However, the IRS 
reserves the right to request another 
backup file involving data from the 
archive file created during the con- 
densing process should the scope of 
the audit expand. 

The AICPA will keep members 
informed about its ongoing dialogue with 
the IRS about ways small business taxpay- 
ers might provide the Service with the nec- 
essary data in electronic format (from the 
software file) while providing taxpayers 
with appropriate safeguards. 


By Benson S. Goldstein, J.D., a senior 
technical manager—Taxation with the 
AICPA in Washington. 


Tax Matters editor Paul Bonner can be 
reached at pbonner@aicpa.org or 919-402- 
4434. 





Line Items 


AICPA URGES 
STREAMLINING M-3 
The AICPA recommended that the IRS 
reduce unnecessary or redundant infor- 
mation required on Schedule M-3, Net 
Income (Loss) Reconciliation. 
The suggestions were made in late 
April in a letter from Patricia Thompson, 
chair of the AICPA’s Tax Executive 
Committee. 
The IRS introduced Schedule M-3 
in 2004 as an examination tool for cor- 
porations and to increase transparency 
and standardize the reporting of book- 
tax differences. In her letter, Thompson 
asked the IRS to explain how it is cur- 
rently using the data it obtains from 
Schedule M-3. She noted that, in the 
experience of AICPA members, there 
has been little change in the way the 
IRS examines taxpayers outside the 
Compliance Assurance Program, “with 
examiners still requesting complete 
book to tax detail for all general ledger 
accounts.’ 
Thompson also said taxpayers are 
spending much time properly reporting 
items on Schedule M-3, including time 
spent mapping general ledger income/ 
expense accounts to column (a), recon- 
ciling individual line items to report taxable 
income totals in column (d) and providing 
supporting data for cost of goods sold on 
Form 8916-A, Supplemental Attachment 
to Schedule M-3. ; 
As a result of these and other 
increased taxpayer burdens, the AICPA 
recommends that the IRS: 
@ Eliminate required completion of 
columns (a) and (d) of Parts Il and 
Ill of Schedule M-3; 

@ Eliminate Form 8916-A; 

@ Eliminate and revise certain lines 
on Parts II and Ill of Schedule 
M-3, or alternatively, replace them 
with an expanded Schedule M-1 
that would be used by all business 
taxpayers; and 

m Expand the use of Schedule B > 
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TAX MATTERS 


(Form 1120) and Schedule C (Form 
1065) for risk assessment in lieu of 
adding new lines and requesting 
additional supporting detail on 
Schedule M-3. 

One of the new lines in Part Ill of the 
schedule that the AICPA recommended 
deleting is that for research and develop- 
ment (R&D) costs. Thompson said that the 
item expands the original purpose of the 
schedule and increases duplication of 
information and taxpayer burden, despite 
guidance on completing the line the IRS 
had recently posted to its website 
(tinyurl.com/5vin9ju) as a frequently asked 
question. The FAQ, states that taxpayers 
using a current deduction method of 
accounting for R&D expenses under sec- 
tion 174(a) do not need to report those 
expenses separately for each project or 
product. However, taxpayers using the 
deferral and amortization method under 
section 174(b) are required to provide 
expenditure details on a project-by-project 
basis. 


MORE FATCA GUIDANCE ISSUED 
The IRS issued Notice 2011-34 giving 
guidance on various reporting requirements 
under the Foreign Account Tax Compliance 
Act (FATCA, part of PL 111-147). The 
notice responds to concems raised by com- 
menters following the issuance last August 
of Notice 2010-60, which contained pre- 
liminary guidance on implementation of the 
FATCA rules. 

FATCA expanded the information report- 
ing requirements for foreign financial institu- 
tions with respect to certain U.S. accounts. 
It also imposed withholding, documentation 
and reporting requirements with respect to 
certain payments made to certain foreign 
entities. 

Notice 2011-34 provides the proce- 
dures for participating foreign financial 
institutions to follow in identifying U.S. 
accounts among their pre-existing individ- 
ual accounts. It also defines what a pass- 
through payment is for FATCA purposes 
and provides guidance on withholding on 
pass-through payments. 

The notice also lists certain categories of 


foreign financial institutions that will be 
deemed to be compliant. These include cer- 
tain local banks and certain investment vehi- 
cles. However, to be deemed compliant, 
such foreign financial institutions will have to 
apply for deemed-compliant status, obtain a 
foreign financial institution identification 
number and certify every three years to the 
IRS that they meet the requirements for 
such treatment. 

The notice discusses foreign financial 
institutions’ obligations to report U.S. 
accounts. It also addresses the treatment of 
qualified intermediaries and provides guid- 
ance on the application of IRC § 1471 to 
affiliated groups of foreign financial institu- 
tions. 


SUPREME COURT SIDESTEPS 

S CORP BASIS CLAIM 

The U.S. Supreme Court declined to hear 
the taxpayers’ appeal of the Second 
Circuit's holding in Nathel v. Commissioner 
(615 F.8d 83 (2nd Cir. 2010, aff'g 131 TC 
262 (2008)), cert. denied, Sup. Ct. docket 
no. 10-928 (4/25/1 1)) that had affirmed the 
Tax Court (see Tax Matters coverage Aug. 
2010, page 70, and April 2009, page 69). 
Brothers and S corporation co-owners Ira 
and Sheldon Nathel had sought to char- 
acterize their additional capital contribu- 
tions to three S corporations as an 
increase in their basis in loans to the enti- 
ties, offsetting ordinary income to them 
from repayment of the loans. 

Relying primarily on the Supreme 
Court’s decision in Gitlitz v. Commissioner 
(531 U.S. 206 (2001)), the Nathels 
claimed that the capital contributions were 
an item of tax-exempt income of the corpo- 
rations under section 13866(a)(1)(A) that 
could be included with items of taxable 
income, loss, deduction or credit in deter- 
mining the pass-through tax liability of 
shareholders. In its opinion, the Second 
Circuit called the argument “novel? noting 
that section 118(a) explicitly excludes 
from gross income of a corporation any 
contribution to its capital of a taxpayer 
and that contributions to capital tradition- 
ally had not been included in income for 
purposes of section 13866(a)(1)(A). 


PO 
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FROM THE TAX ADVISER 


TAX-EXEMPT ORGANIZATIONS 


Common Reporting Errors 


on Form 990 — 


he redesigned Form 990, Return of Organization Exempt parent organization (Schedule R, Part V). 

From Income Tax, has been the subject of much dis- 

cussion since the IRS released it in 2007. As the exempt | OBSERVATIONS 

sector and practitioners have been adjusting to the new | Noticeably absent from this list are governance and insider 
filing requirements, areas of confusion have been identified. Ear- | transaction issues that initially received a great deal of focus in 
lier this year, an IRS official reported filing errors in approximately | public discussions about the redesigned Form 990. Although 
1% of redesigned Forms 990 filed electronically during 2010. | these areas receive extensive attention from an organization's 
Common errors include failure to file Sched- officers, directors and trustees and require 
ule O, Supplemental Information to Form 990 complicated coordination among multiple 
or 990-EZ, and failure to complete required stakeholders, they tend to involve discus- 
lobbying details when a section 501(h) elec- sions about the formation, maintenance and 
tion has been made. implementation of policies, and it is rela- 

The comprehensive nature of the types of tively straightforward to report whether these 

compensation required to be reported, the policies are in place. 
complicated and unique nature of many com- Also absent from the list are items deal- 
pensation packages, and the common prac- ing with hospitals and tax-exempt bonds. 
tice of sharing employees among affiliated The relatively small number of completed 
organizations generate numerous questions Schedules H, Hospitals, and Schedules K, 
regarding who must be listed and on which Supplemental Information on Tax-Exempt 
organization’s Form 990, what compensation Bonds, and the ongoing development of re- 
must be reported, and when and where such porting in these areas make common re- 





compensation is to be reported. porting issues difficult to identify at this 
point. Each of these schedules contains detailed reporting re- 
EIGHT COMMON REPORTING ISSUES quirements that present significant information gathering and 
Common errors identified on the redesigned Form 990 include: | reporting challenges. 
1. Identifying the president as both an officer and a key employee For a detailed discussion of the issues in this area, see “New 
(Part VII, Section A); Form 990: What's Confusing Filers?” by Michelle Michalowski, 
2. Reporting only salaries as compensation expense (Part IX, Line | CPA, in the July 2011 issue of The Tax Adviser. 
Dis —Alistair M. Nevius, editor-in-chief 
3. Improperly reporting compensation reported in a prior Form The Tax Adviser 


990 (Schedule J, Part I]); 

4. Failing to include the annual actuarial increase of defined ben- 
efit plans (Part VII and Schedule J); 

5. Reporting only unrestricted income; 

6. Reporting support payments to a related organization as “other 
expense”; 

7. Misidentifying the proper interested person (Schedule L, Part 
IV); and 

8. Showing details of related transactions with a section 501(c)(3) 
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Technology Q&A 


by J. Carlton Collins 


YOUR FINEST PORT 
I can receive email through Outlook, but I can no 
longer send email through Outlook. My POP3 email 
previously worked just fine, and I have not changed 
the password or any mail settings. What's going on, 
and how do I fix this problem? 
Based on your description, it is possible that your Internet 
service provider (or a relay service provider) has tagged you 
as a spammer and is therefore blocking your outgoing email. This 
is acommon problem, particularly for those who send messages 
using email merge (because groups of merged email messages 
appear similar to spam activity). You may also be tagged as a spam- 
mer if your computer is infected with a virus that is secretly send- 
ing spam from your computer when it is idle. (This may be 
possible even if you are running antivirus software.) 

Although this problem sounds bad, POP3 users can usual- 
ly solve it by changing their outgoing port from 25 to 587, as 
follows: 

Outlook 2010: From the File tab, select Info, Account 
Settings, Account Settings (again) to open the Account 
Settings dialog box. Under the E-mail tab, select the email 
account that is not sending properly and click Change Ac- 
count to open the Internet E-mail Settings dialog box. 
Click the More Settings button, and on the Advanced tab 
change the value in the Outgoing server (SMTP) box to 
587 as shown below, and click OK, Next, Finish. Click 
the Close button to close the Account Settings dialog box. 






















































i Home | Send / Receive Folder View Developer Add-Ins ge 





Server Port Numbers 


Incoming server (POP3): 


= 
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Outlook 2007: From the File menu, select Data File 
Management to.open the Account Settings dialog box. 
Under the E-mail tab, select the email account that is not 
sending properly and click Change to open the Internet 
E-mail Settings dialog box. Click the More Settings but- 
ton, and on the Advanced tab change the value in the Out- 
going server (SMTP) box to 587, and click OK, Next, 
Finish. Click the Close button to close the Account Set- 
tings dialog box. 

Outlook 2003: From the Tools menu, select E-mail Ac- 
counts, and in the resulting dialog box select View or 
change existing e-mail accounts and click Next. Click 
the More Settings button, and on the Advanced tab 
change the vaiue in the Outgoing server (SMTP) box to 
587, and click OK. 

This issue relates to the Internet Engineering Task Force (IETF) 
memorandum RFC 4409 “Message Submission for Mail,” a set 
of standards formalized in April 2006 to help fight spam. Among 
other measures, this memorandum mandates that, for all email 
messages sent via port 587, any alias names must be resolved 
when email is relayed from one server to the next, making it eas- 
ier to trace the true source of email messages. Messages sent via 
port 25 are not required to abide by such standards, therefore 
many Internet service providers now block messages sent via port 
25 for senders suspected of spamming. Upon changing your port 
setting, you should be able to once again send email. 

Note: Companies using IMAP and Microsoft Exchange Serv- 
er are also susceptible to this problem. In this case, the solution 
is the same, except changes to the outgoing port are made at the 
IMAP server, not at each user's desktop. 


A COLORFUL PREVIEW 
I developed a presentation consisting of numerous Excel 
charts and data tables on my desktop computer, and I plan 

to use Print Preview to deliver the presentation. In practice, on 

my desktop computer this approach works well; but when I trans- 
fer the presentation to my laptop, the presentation previews in 
black and white, not color. I can’t find a setting anywhere to make 
my laptop preview in color. Can you help? 


www.journalofaccountancy.com 


TECHNOLOGY Q&A 


cee applaud your ingenuity; simply using Print Preview can 
sometimes be a quick and easy method for organizing and 
displaying selected portions of your Excel file to an audience, 
primarily because this approach eliminates the time-consuming 
task of copying and pasting data into PowerPoint. Additionally, 
PowerPoint does not handle larger reports spanning hundreds 
of rows or columns—so in some cases, using Excel is the only 
practical choice. As an alternative, you could deliver your pres- 
entation directly from the Excel worksheets, but using Print Pre- 
view makes it easy to organize selected portions of the workbook 
for presentation purposes, and eliminates the need to clumsily 
browse to the desired tables, charts and reports. Those who have 
never considered this application should give it a try. 

Excel’s Print Preview uses the system’s default printer as a basis 
for rendering the preview. If you change your computer's default 
printer to a color printer, the previewed print job will display in 
color. 

To change your default printer setting, launch Control Panel 
from the Start button, and: 

@ In Windows 7, under Hardware and Sound, select View 

Devices and Printers. 
= In Windows Vista, under Hardware and Sound, select 
Printer. 

@ In Windows XP select Printers and Faxes. 

Right-click on a color printer, and select Set as Default 
Printer from the pop-up menu as pictured below. 


EPSON Stylus 


) @  Runas administrator 


Set as Default Printer ty 





You can set up and use a color printer for Print Preview pur- 
poses, even if you do not have a color printer attached to your 
computer. To add a color printer: 

1. Launch Control Panel and: 

a. In Windows 7 and Vista, select Hardware and Sound, 
Add a printer. 

b. In Windows XP select Printers and Faxes, and under 
the Printer Tasks menu, select Add a printer. 

2. In the Add Printer dialog box, select Add a local printer. 

3. Choose any port from the Use an existing port dropdown 

menu and click Next. 

4. Select any manufacturer and color printer model and click 

Next. 
5. Provide an appropriate name in the Printer Name box and 





click Next. 
6. If asked to share the printer, select No. 
7. Click Finish. 


MASTERING YOUR CDs 

My client created a backup of data files using a CD, but 

when we tested the disc on another computer, we were un- 
able to read the disc. Is there a secret trick to creating CDs that 
can be read by other computers? 

Burning CDs in Windows can be a confusing proposition. 

Windows provides the ability to burn discs using one of two 
available formats: Live File System and Mastered. Assuming your 
computer has a writable CD drive, to burn a disc using either 
format in Windows 7, Vista or XP insert a writable disc (CD-R, 
CD-RW, DVD or Blu-ray) into your computer's disc drive, and 
close the drive. The AutoPlay dialog box will appear, offering 
several options, depending on your computer and the software 
installed. (If the AutoPlay dialog box does not open automati- 
cally, follow the instructions for launching your disc-burning pro- 
gram; these instructions will vary depending upon the computer 
and software you have). Select Burn files to disc using Win- 
dows to display the Burn a Disc dialog box. Click the Show for- 
matting options dropdown arrow and check either the Live File 
System or the Mastered radio button as shown. 


Prepare this blank disc 


Disc title Aug1 2011 


(© Live File System - Allows you te add and erase files, like a USB 
flash drive. Might not be readable on operating systems before 
Windows XP. 


Change version 
@) Mastered - Readable on all computers and some CD/DVD 


players. Requires you to write all files at once, and individual 
files can't be erased afterwards. 


Click Next to display an empty disc folder. Then drag the files 
you want to write to the CD to the empty disc folder and click 
the Burn to disc button located at the top of the folder. In the 
dialog box that follows, click Burn files to data disc. 

Each format has advantages and disadvantages as follows: 

Mastered CDs. Mastered is the superior format for compat- 
ibility with other computers because it creates discs with special 
formatting and extra coding that is compatible with most Win- 
dows-based computers and many other operating systems. The 
disadvantage is that, to create a Mastered CD, you must collect 
the files you want copied and burn them in bulk, instead of 
adding files to the CD one (or a few) at a time. 
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Live File System. Live File System allows you to create a 
reusable CD that behaves like a USB thumb drive, allowing you 
to add files from the CD as needed, and without having to burn 
the entire CD. The disadvantage of Live File System is that it is 
less compatible than the Mastered format and its compatibility 
varies based on the version of Live File System. A summary of the 
four versions of Live File System and their compatibility follows: 


em alts 
SES CU 
Nye) 


Live File 
System 
spel 


Live File Live File 
System System 
version MeSH) 


= i 


pr indows 3 dp 


“Windows XP “a 
Windows. 2000 Vos Fi 
Windows 98 Falsieliys Usually* Usually* ‘Ye es 


* While rare, the type of drive, disc-burning software and other factors can affect 
compatibility. 


Therefore, Mastered CDs offer better compatibility, while Live 
File System CDs offer better file convenience for adding and delet- 
ing files. Using the Mastered format to create backups will en- 
sure greater compatibility for restoring your backup to another 
computer. 


ONE TALL SOLUTION 

When printing large worksheets in Excel 2003, is there an 

easy trick to figuring out how many pages tall the print job 
needs to be to ensure that my worksheet prints out as wide as 
possible on the page, but no wider? I usually set the page width 
to one page, and then use the trial-and-error method to figure 
out how many pages tall the print job needs to be. 

Yes, there is an easy solution. Leave the tall box blank in 

Page Setup, and Excel will automatically calculate the num- 
ber of pages tall the report needs to be to print your worksheet 
based on the number of pages wide you specify. 
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Note: The Excel 2010 and 2007 Print dialog boxes both pro- 
vide the menu option Fit All Columns on One Page that ac- 
complishes the same result. 


Print sheets at their actual size 


Fit Sheet on One Page 
Shrink the printout so that it 
fits on one page 


Fit All Rows on One Page 
Shrink the printout so that it is 
one page high 


Custom Scaling Options.., 





OUTLOOK 2010 AND 2007 SHORTCUTS 
1. Convert an email to a task: Selecting an email message 
and pressing the Insert key converts the email to a task 
and copies the task to your Tasks list. In addition, the Out- 
look message is flagged in red to let you know that it is 
linked to a task. 





‘Received 


2. Convert an email to a calendar appointment: First, make 
sure that the To-Do Bar is visible by selecting To-Do Bar, 
Normal from the View tabs Layout group. Select an email, 
then drag and drop it on a specific date on your calendar 
(in your To-Do Bar) to create an appointment on your cal- 
endar. Add the location, start time and end time (if neces- 


sary), and click Save and Close from the Appointment 
tab. 





March 2011 
SuMs Tu We Th Fr 


ed: Mon O3/E4 14 10:36 NS 


& 
Size: 14 Ke 





3. Convert an email to a meeting request: Follow the same 
procedure described above for creating a calendar appoint- 
ment, except before you Save and Close, select Invite At- 
tendees from the Appointment tab to create a meeting 
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request. Select recipients to invite to the meeting using the Save and Close from the Contact tab. 
To button, then click the Send button. 5. To search all Outlook 2010 mail folders (POP3): Click 
on Search Inbox (or press Ctrl+E) to display the Search tab. 


eee peices stata Ls: Mine niet From the Search tab select Search Tools, Search Options, 
| Appointment | Insert " tv UT and click the radio button labeled All folders. * 


ax & ZH catenaar 


aoe && Forward mh 







Save & Delete Copyte My 
Close Calendar {@]OneNote | 


Actions 


Include results only from: 
( Current folder 
@ All folders 





Subject __[ Special Speaker at High School Parent Coffee 





_ 4. Convert an email sender to a contact: In an open email, | 2A 
right-click on the name of the sender to display the pop- Jj. Carlton Collins (carlton@asaresearch.com) isa technology and accounting 
up menu, and select Add to Outlook Contacts, and click | SYS!™S consultant and a JofA contributing author. 


Note: Instructions for Microsoft Office in “Technology Q&A” refer to the 2007 
and 20170 versions, unless otherwise specified. 


Subject: 


| Dear Carlton: 
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SPECIALTY CREDENTIAL EXAM 
SCHEDULING AND OFFERINGS 
EXPANDED 


The Institute is expanding registration and exam options for 
its specialty credentials. 
Registration for the Personal Financial Specialist (PFS), 
Accredited in Business Valuation (ABV) and Certified in 
Financial Forensics (CFF) exams is now open year-round, and 
each exam will be offered twice a year. Previously, registration 
was limited and exams were offered only once a year. 
To become a specialty credential holder, individuals must 
be a CPA and a member of the AICPA, and meet minimum 
education and experience requirements. 
With one exception—the Certified Information Technology 
Professional (CITP) credential—all candidates also must pass 
an exam. The CITP credential will start incorporating exam 
requirements into the application process later this year. 
Below are the remaining exam windows for this year’s cre- 
dential exams. Candidates must sched- 
ule a test date and location during these 
windows: 
@ ABV (aicpa.org/abvexam): Nov. 
7—Dec. 10 

@ CFF (aicpa.org/cffexam): Nov. 
7—Dec. 10 

@ PFS (aicpa.org/pfsexam): June 
20-July 29; and Dec. 19-Jan. 27, 
2012 

@ CITP (aicpa.org/citpexam): July 
27-Aug. 31 


JOSEPH WALLOCH 
RECEIVES SIDNEY KESS 
AWARD 
Joseph W. Walloch, chief executive of 
Walloch & Associates in California, re- 
ceived the 2011 Sidney Kess Award for 
Excellence in Continuing Education. 
The award, created last year in honor 
of Kess, a tax expert and speaker, recognizes individual CPAs 
who have made significant and outstanding contributions in 
tax and financial planning and whose public service exempli- 
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Joseph W. Walloch 


the country for up to five hours of free financial advice on start- 
ing a business. Veterans can visit aicpa.org/veterans to learn 
more about the comprehensive tax- and financial-planning 


fies the CPA profession's values and ethics. 

Walloch, a CPA for 38 years, has been a tax speaker and 
lecturer throughout the United States. He has taught college 
courses at the Anderson Graduate School of Management at 
the University of California, Riverside, and at the University of 
Redlands, Calif. He also taught internationally as a visiting 
professor at Xiamen University in China. 

Walloch has served on the boards of the Boys & Girls 
Clubs of Redlands; the San Bernardino Valley College and 
Crafton Hills College foundations; and the First United 
Methodist Foundation of Redlands. 


INSTITUTE PARTNERS WITH SMALL 
BUSINESS ORGANIZATIONS TO HELP 
VETERANS 

The AICPA has partnered with SCORE, an organization that 
provides free mentoring and workshops for small business 
entrepreneurs, to provide mentoring, tools and training sup- 
port to military personnel and their fam- 
ilies through the “Veterans Fast Launch” 
program of the Joining Forces initiative. 

Joining Forces, started by first lady 
Michelle Obama and Jill Biden, the wife 
of Vice President Joe Biden, helps mobi- 
lize communities to offer service mem- 
bers and their families opportunities in 
the areas of employment, education and 
wellness. 

As part of the initiative, the AICPA, 
SCORE, the Walmart Foundation, 
Intacct and other technology partners 
have joined to create the “Veterans Fast 
Launch” program, which consists of a 
package of services, scholarships, men- 
toring and free software to help veterans 
and their families succeed as small busi- 
ness owners. 

As part of the program, the AICPA 
will connect veterans with CPAs across 


PHOTO BY STEPHEN WORMSER/WORMSER PHOTOGRAPHY 
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services that CPAs provide entrepre- 
neurs, to connect with a CPA, or to find 
additional free resources designed to 
help veterans manage their finances. 


TWO AICPA PUBLICATIONS 
AWARDED FOR 
EXCELLENCE 

The JofA won bronze in the 2011 EXCEL 
Awards in “Social Media Strategy—Free 
Media Tools,” a new category this year. 

The awards, given by Association 
Media & Publishing, recognize the best 
publishing products of the association 
industry. The program judges nearly 
1,000 association publications, includ- 
ing magazines, newsletters, scholarly 
journals, electronic publications and 
websites. 

On Facebook and Twitter, the JofA is 
reporting on professional topics and live 
events more quickly and frequently than 
is possible in print. The JofA’s social 
media sites also allow editors to interact 
with fans and followers in new ways. 

In 2010, the JofA’s social media 
properties logged more than 7,000 inter- 
actions, including Facebook comments, 
likes and wall posts and Twitter men- 
tions and retweets, giving editors instant 
feedback about online coverage of 
breaking news, conferences and popular 
accounting topics. 

Join the conversation at facebook. 
com/JournalofAccountancy or twitter. 
com/AICPA_JofA. 

Also, the AICPA Insiders—a series of 
six online newsletters providing infor- 
mation on tax; corporate finance and 
taxation; wealth management; and ca- 
reers—received the Internet Advertising 
Competition award for Best Associations 
Online Newsletter Campaign. 

The awards were created by the Web 
Marketing Association in 1999 to mark 
excellence in online advertising. It rec- 
ognized the AICPA Insiders’ recent re- 
design, which debuted in October 2010, 
and enhancements to graphics and con- 
tent, which substantially improved the 
experience for the newsletters’ combined 
audience of 295,000 readers. ~ 
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CPA) Learning 


Do you need to train 
multiple staff members? 


AICPA Learning group sales has 
everything your team needs 


Options include: 


® On-Site Training — Focused training at your 
location for groups of 10+ 

w@ CPExpress — 24/7 online Firm Access starting 
at 10 users 

® Conferences — Group discounts for 2 or more 

® Web Events - Group discounts for 5 or more 

@ Publications & Self-Study —- Volume discounts 


Visit aicpalearning.org or call 
800.634.6780 (option 1) today 
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AICPA ADVOCACY 


Private Company Financial Reporting 


Overview 

During 2010, the Blue Ribbon Panel on Private 
Company Financial Reporting — consisting 

of a cross-section of financial reporting 
constituencies, including lenders, investors, 
owners, preparers and auditors — explored the 
changes necessary to best meet the needs 
of U.S. users of private company financial 
statements. In January 2011, the panel - 
which the AICPA, the Financial Accounting 
Foundation (the FAF, which oversees the 
Financial Accounting Standards Board and 
the Governmental Accounting Standards 
Board) and the National Association of State 
Boards of Accountancy sponsored — finalized 
its recommendations on the future of standard 
setting for private companies and submitted a 
report to the FAF. FAF Trustees discussed the 
report at a February 2011 meeting and formed 
a Trustee Working Group in March to address 
accounting standard setting for nonpublic 
entities and gather public input. 


It's critically important that CPAs, their private 
company clients, small businesses and their 
financial statement users — especially 
bankers/lenders, sureties and insurers, and 
venture capitalists — participate in the 
process and help effect the historic change 
needed in financial reporting. The time to 
shape the outcome is now. 


Recommended Changes 
The two most significant Blue Ribbon Panel 
recommendations are that: 


®& A new, separate board with standard- 
setting authority be established under the 
oversight of the FAF. The board would 
_ coordinate activities with the FASB but not 
be subject to FASB approval. 


®& Changes and modifications be made to 
existing and future GAAP that recognize the 
unique needs of users of private company 
financial statements. All such changes woulc 
reside in the FASB Accounting Standards 
Codification®. 


AICPA’s Position on Panel's 

Main Recommendations 

The AICPA supports the panel’s main 
recommendations that change in financial 
reporting for private companies is long 
overdue and that a separate, autonomous 
standard-setting body is necessary for 
effective private company reporting to 
become a reality. 


Separate Board Is Critical for 
Effective Private Company 
Accounting Standards 

Years of studies and research, a joint advisory 
committee with the FASB (i.e., the Private 






March 1972 7 


Report of the Study 
_on Establishment of 
Accounting Principles, 

AICPA (“Wheat Report”) 





For more information and resources, visit aicpa.org/privateGAAP. 


Company Financial Reporting Committee), 
private company constituent representation 
on the FASB board and comment letters on 
proposed accounting standards in the past 
have not yielded meaningful results. The 
AICPA believes it is imperative that there 
be a board made up of private company 
constituents who would set the different 
standards affecting the private company 
financial reporting system. 


Private Company Financial 
Statement Users Agree Change 

Is Needed 

Many constituents — including lenders, 
investors and owners — question the relevance 
and usefulness of a number of current GAAP 
standards as they relate to private companies. 
In fact, the Blue Ribbon Panel listened to users 
at its first meeting and this group also was 
represented on the panel. Users appreciate 
that certain standards need to change to 
bring balance to the cost-benefit equation. 


Cost Also Is a Factor for Change 
CPAs are aware that U.S. GAAP has become 
exceedingly complex as business has become 
complex. A lot of that complexity arises out 
of publicly traded companies and the role 
they play in the economy. Too much of what 
is included in current financial statements is 
not useful to private company owners, lenders 
and investors. As a result of this complexity, 
not all private company financial reporting is 
cost beneficial. 


AICPA ADVOCACY 


Letter to FAF 


REG it eu hein ee 


Shape the Future of Private 

Company Financial Reporting 

The FAF places a lot of importance on the ri 
amount of interest in a subject, the diversity of 7 
stakeholders represented and the input from 
certain critical groups relevant to particular 
issues. Make your voice heard. Write a letter 
to the FAF and make three points: 





® There is a systemic problem that has not 
been fixed despite decades of attempts. 


® Significant differences to the standards 
within GAAP are necessary to recognize the 
unique needs of private companies and their 
financial statement users. 


®& A new, separate standard-setting body 
needs to be created that would report 
directly to the FAF but not be subject to 
the FASB’s approval. 


It is best if you write your own letter conveying 
your point of view and experiences. But if 

you prefer assistance, you can customize a 
letter using the AICPA’s letter-writing tool 
available at aicpa.org/privateGAAP. 


You can provide additional support by 
educating other stakeholders and urging them 
to write letters as well. The letter-writing tool 
is available to everyone, and an education 
toolkit is accessible from the website to help 
you explain the issue. 





WHERE TO TURN 


Member Service Center 
1-888-777-7077 


Monday-Friday 9 a.m.—6 p.m. ET 
220 Leigh Farm Road - Durham, NC 27707 


Fax: 1-800-362-5066 ¢ sernmice@aicpa.org * www.aicpa.org 





Audit & Accounting Technical Information Hotline 


1-877-242-7212 


Monday-Friday 9 a.m.-8 p.m. ET 





AICPA Contact Information 

BICPA LOGO) 888-777-7077 
CPA Accessory Collection (Big Game Outfitters) .......... 888-777-7077 
CPA LOSO. ee 888-777-7077 
Third-party logo requests. -... 6.6.66 ee 212-596-6107 
AIGPA Foundation... ...0..5...008 0 919-402-4534 
AICPA Political Action Committee (AICPA PAC).......... 202-434-9276 
Academic & Career Development 

Student Recruitment Programs and Products.......... 919-402-4036 

Recruiting Materials for the Profession............... 919-402-4036 

CPE ie 888-777-7077 
Accounting and Auditing Publications .................. 919-402-4811 
Accounting Standards (www.aicpa.org/privateGAAP)..... 212-596-6167 
Advertising—Classified (Journal of Accountancy, The Tax Adviser, 

CPA Career Center) oe 800-237-9851 


Advertising—Display (Journal of Accountancy, The Tax Adviser) . 800-873-1677 
Antifraud & Corporate Responsibility 


Resource Center. ee a, www.aicpa.org/antifraud 
Audit & Accounting Technical Information Hotline........ 877-242-7212 

Monday-Friday 9 a.m.-8 p.m. ET 
Audit Committee Effectiveness Center................. ACMS@aicpa.org 
Audit Quality Centers: 

Center for Audit Quality (www.thecaq.org) .......... 888-817-3277 

Employee Benefit Plan (www.aicpa.org/ebpaqc)...... 202-434-9253 

Governmental (www.aicpa.org/gaqc)............... 202-434-9259 
Auditing Standatds: 0 ee 212-596-6032 
Benevolent Fund: oe 866-527-2228 
Business, Industry & Government Member Inquiries....... 919-402-4816 

ee Ao a a busindgov@aicpa.org 
Committee Appointments 5. 2 ee a 212-596-6097 

(volunteerservices@aicpa.org and http://volunteers.aicpa.org) 
Committee Reimbursements... asingletary@aicpa.org 
COMMUNICATIONS 6 60 a 212-596-6117 
Competency Self-Assessment Tool.............. www.cpa2biz.com/CAT 
Compilation and Review Engagements .................. 212-596-6250 
Copyright Permissions (www.copyrightcom) ........... 978-750-8400 
CPA Client Bulletin, CPA Client Tax Letter ................. 919-402-4060 
CPA Letter Daily (editorial) (www.aicpa.org)............. 212-596-6112 
CPE (www.cpa2biz.com/cpe)....... eee 888-777-7077 

AICPA Learning Center ............... www.cpa2biz.com/learning 
Credentials and Technical Member Sections .............. 888-777-7077 

Accredited in Business Valuation credential............. abv@aicpa.org 

Forensic & Valuation Services... ee fys@aicpa.org 

Certified in Financial Forensics credential............... cff{@aicpa.org 

Certified Information Technology Professional credential . citp@aicpa.org 

Information Technology Services ......... 0.0.00. infotech@aicpa.org 

Personal Financial Planning Services... 0.0.0.0... 0.0.00. pfp@aicpa.org 

Personal Financial Specialist credential................. pfs@aicpa.org 
Examinations (Uniform CPA Exam) ............... www.cpa-exam.org 
Federal Legislation (nontax congressional matters) ........ 202-434-9206 
Federal Regulatory Matters (non-tax-related) ............. 202-434-9253 
Financial Literacy Campaign........... www.aicpa.org/financialliteracy 

(financialliteracy@aicpa.org) 

Pe ee ae www.360taxes.org 
General Counsel (rmiller@aicpa.org)... 2.0.0.0... 200s. 212-596-6245 
TERS Certificate Program) 5 2 ifrs.com/certificate 
International Financial Reporting Standards (www.ifrs.com). . 877-242-7212 
International Relatiotis, 06 212-596-6048 
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AICPA Contact Information (continued) 


Joint Trial Board (ckane@aicpa.org).. 2.0.6. cece ee 212-596-6101 
Journal of Accountancy (editorial) ....... 0.6... eee ee 919-402-4449 
(www.journalofaccountancy.com) 
Library (University of Mississippi)..........--....00.05- 866-806-2133 
(www.olemiss.edu/depts/general_library/aicpa) 
Media Relations: 3.000. 212-596-6119 
Minority Initiatives... 919-402-4931 
PCPS—member section for local, regional firms.......... 800—CPA-FIRM. 
(Small firm issues). 212-596-6039 
Peer Review... 919-402-4502 
Practicing CPA; The (editorial)... 3. 919-402-4854 
Professional Ethics, Ethics Hotline...............00.0.5- 888-777-7077 
Behavioral or Independence Issues ........-..+..+55- 888-777-7077 
Technical Standard Issues .............-.-......... 919-402-4921 
Specialized Publications... 919-402-4854 
State Legislation 202-434-9201 
Tax Adviser, The (editorial) <2... 919-402-4888 
Tax Section Member Services... ....:.........2 500... 800-513-3037 


Work/Life and Women's Initiatives...........-. 000.200 919-402-4931 


Trusted Business Advisor Solutions 
(available through CPA2Biz) 


Accounting and Financial Management 


Applications (nfacct) 2... www.cpa2biz.com/intacct 
Business-Class Email (Apptix) ..........0..055 www.cpa2biz.com/email 
CPA Firm Advertising Program (Google) ..... .www.cpa2biz.com/google 
Firm-Wide Workflow Automation (XCM Solutions) ......,.........++5 
Oe www.cpa2biz.com/workflow 
Paperless Bill Management (Bill.com) ............ www.cpa2biz.com/bill 
Faperless Tax Workflow Solution 
(Copanion GruntWorx) ............. www.cpa2biz.com/gruntworx 


Payroll, HR and Employee Benefits 
(Paychex) (www.cpa2biz.com/PaychexProgram) .... 877-264-2615 
Secure Online Audit Confirmations 
(Confirmation.com) ............. www.cpa2biz.com/confirmations 


AICPA Member Discount Program... www.cpa2biz.com/discounts 


insurance Programs 
Automobile. ..5.. 000.00... 866-922-4272 
Catastrophe Major Medical .............--.-.00 00. 888-294-0028 
Commercial Property @ Liability................ .. , 866-283-7127 
Disability: | 2065 800-223-7473 
Employment Practices Liability ..................... 800-221-3023 
Group Lite for Firms... 0 800-223-7473 
Group Variable Universal Life ..................2... 800-223-7473 
HOME 00 866-922-4272 
Life (Member/Spouse) 00.0.0 800-223-7473 
Long-Term Care eo 800-223-7473 
Medicare Supplement Plan: 6.0.23 re. 800-247-1771 
Personal Liability Umbrella... 6... 0 ee 800=223-7473 
Professional Liability, CPA EmployerGard............. 800-221-3023 
AICPA Certificate Frames (Church Hill Classics) ............. 800-477-9005 
AICPA Checking (Bank of America) ......... www.cpa2biz.com/checking 
AICPA Credit Cards (Bank of America) . . .www.cpa2biz.com/bankofamerica 
Audio & Web Conferencing (InterCall) ................. 800-636-2377 
Business Formation Services (BizFilings) ................. 800-981-7183 
Car Rental (Hertz, CDP #12353) ....................... 800-654-2200 
Computers (HP) oe 800-888-8299 
(Dell) (Member 1D CS1470722) 0... 800--695-8133 
(LENOVO) 800-426-7235, ext. 3371 
Copiers (Xerox Corporation) (40706109) ........ 800-275-9376, ext. 272 
Credit Card Processing (Chase Paymentech).............. 888-213-8445 
Firm-Based Retirement Program (Paychex) ............... 877-264-2615 
Home Mortgages and Equity Loans (Wells Fargo) ......... 800-272-1210 
Hotels (Starwood Hotels & Resorts Worldwide) ........... 888-625-4988 
Logo Apparel (Lands’ End Business Outfitters) ............ 800-864-2899 
Office Supplies (Office Depot) .......... www.cpa2biz.com/officedepot 
Professional Placement (Robert Half) .................0. 888-744-0012 
Shipping Services (FedEx) 2... 2. 0... 800-MEMBERS 
Telecommunications (AT&T) .......... 00.0 ee eee www.cpa2biz.com/att 
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Al Cc PA) Member Discount Program 


eer 


This special program* — for AICPA Members only— — « * 
offers savings on products and services you use ae 
every day, personally and professionally. 


















INSURANCE & | BUSINESS SERVICES & : 
- FINANCE | FIRM SOLUTIONS | TECHNOLOGY 
AICPA) | peut) 
AICPA Insurance Programs | 1-800-636-2377 : 
Personal Insurance: 1-800-223-7473 | | 1-800-695-8133 
Business Insurance: 1-800-221-3023 i 
AICPA Retirement Programs ° 
1-877-264-2615 ! Office DEPOT | 
cpaZbiz.com/officedepot / 
BankofAmerica 7 — | 
a2biz.com/bankofameri ) 2 . -800-888- 
achiedeee eonthecking. | CHASE & | ha eee 
S bsite for rate, fee, : 
MA sectinfoamation Paymentech : 
| oe | lenovo 
a | Makers of ThinkPad ThinkCentre 
be A er eh if ) 1-800-426-7235, ext. 3373 
1-866-327-6414 | Robert HE | 
Inance countin mm 
: 1-888-744-0012 : 
TRAVEL | : Xe fOX e,) 
| | 1-800-275-9376, ext. 272 
Hertz) —- &BizFilings : 
3 . The Small Business Incorporation Experts | a 
cpa2biz.com/hertz | 1-800-981-7183 ) S atat 
Starwood | | cpaZbiz.com/att 
Resorts | ©) intacct. | 


1-888-625-4988 


| cpa2biz.com/intacctbenefits | *) n ter Cal [ 


| | 1-800-636-2377 
| LANDS’ END 
BUSINESS OUTFITTERS 


1-800-864-2899 | *Programs and discounts subject to change. 


CONSUMER PRODUCTS 





Learn more at www.cpa2biz.com/discounts 
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Service Organizations: 
Do You Understand 
The Changes? 


Over the past year, several significant changes have 
occurred with regard to SAS No. 70, Service Organizations 
(AICPA, Professional Standards, AU sec. 324). Because of 
these changes, the AICPA has developed two new guides 
to assist CPAs in determining which standard to report 
under and to provide detailed guidance for performing 
and reporting on controls at a service organization. 


The appropriate source of guidance for an engagement 
depends on the type of controls the service auditor is 
reporting on. When reporting on controls at a service 
organization relevant to user entities internal control over 
financial reporting (financial statements), the appropriate 
standard is the new Statement on Standards for Attestation 
Engagements (SSAE) No. 16, Reporting On Controls 

at a Service Organization, and the new guide to help 
practitioners implement SSAE No. 16, is Applying SSAE 
No.16, Reporting On Controls at a Service Organization 
(SOC 1 ) product no. 0127910. 


SSAE No. 16, issued in April 2010, replaces the guidance in 
SAS No. 70 for CPAs reporting on a service organization's 
controls relevant to user entities’ internal control over 
financial reporting. Such reports are used by auditors at 
the financial statements of entities that outsource tasks 

or functions to other entities that result in data or other 
information that is incorporated in the outsourcer’s financial 
statements. 


Two major changes in practice resulting from the issuance 
of SSAE No. 16 are that 


* the service auditor is required to obtain a written 
assertion from management of the service organization 
about all of the matters the service auditor expresses an 
opinion on (the fairness of the presentation of the service 
organization's description of its system, the suitability of 
the design of the controls included in the description 
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and, in a type 2 engagement, the operating effectiveness 
of those controls). That assertion is either included in or 
attached to the service organization's description of its 
system. 


¢ in a type 2 engagement (which includes a description of 
tests of controls performed by the service auditor and 
the results of those tests), the description of the service 
organization's system and the service auditor's opinion 
on the description cover a period (the same period as 
the period covered by the service auditor's tests of the 
operating effectiveness of controls). In SAS No. 70, the 
description of the service organization's system in a type 
2 report was as of a specified date, rather than for a 
period. 


In the past some CPAs have used SAS No. 70 to report 
on controls at a service organization relevant to subject 
matter other than internal control over financial reporting, 
for example, controls over the security of a service 
organization's system or the privacy of the information 
processed by the system for user entities. SAS No. 70 
was never intended for such reporting and SSAE No. 16 
clarifies that SSAE No. 16 should not be used for that 
purpose. 


However, it also states that SSAE No. 16 may be helpful 

to practitioners in developing and performing such 
engagements under AT section 101, Attest Engagements 
(AICPA, Professional Standards). To assist CPAs in doing so, 
the AICPA has issued another new guide, Reporting on 
Controls at a Service Organization Relevant to Security, 
Availability, Processing Integrity, Confidentiality, or 
Privacy (SOC 2) product no. 0128210 for reporting on 

the security, availability, or processing integrity of a service 
organization's system or the confidentiality or privacy of the 
information processed by the system. 





To save 10% when you order the Guides, please use coupon code THZ. For the SOC 1 Guide, Service Organizations: Applying 
SSAE No. 16, Reporting on Controls at a Service Organization, please order product #0127910. For the SOC 2 Guide, Reporting on 
Controls at a Service Organization Relevant to Security, Availability, Processing integrity, Confidentiality, or Privacy, please order product 


#0128210. All are available at CPA2Biz.com. 
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New Resources 


eXacct: Financial Reporting Tools & Techniques 


The AICPA is very proud to present eXacct: Financial 
Reporting Tools & Techniques, which takes the same 
indispensible Accounting Trends & Techniques content 
we have provided for more than 60 years and makes it 
interactive — ready to be searched, sorted, and used 
exactly as you need it. 


This tool not only provides all the XBRL source documents 
supplied to the SEC by our 500 survey companies, but 

also allows you to search these documents for specific 
attributes and disclosures, providing full tag information 
and highlighting company extensions with the click of a 
button. 


eXacct also allows you to search and view all 500 full 
annual reports in our survey for many of the common 
disclosures you need. 


One year online subscription 
WNG XX 

Regular $356.25 

AICPA Member $285.00 


CPE Self-Study 


IFRS Certificate Program 


The IFRS Certificate Program includes a comprehensive, 
integrated curriculum of 25 online self-study courses 


Objectives: 

¢ Obtain a basic proficiency in International Financial 
Reporting Standards (IFRS) necessary in a global 
environment 

¢ Acquire a broad overview of key IFRS definitions 
and concepts 

¢ Be introduced to the fundamental application of IFRS 
across a range of accounting topics 

Prerequisite: None required. It is recommended that 

you complete the AICPA course IFRS Essentials: Moving 


Beyond the Basics or have equivalent knowledge and 
experience prior to enrollment. 


NASBA Field of Study: Accounting 
Level: Basic 
Recommended CPE Credit: 42 


For more information or to order, visit 


Cara? cpa2biz.com/ifrscertificate 


Not for Profit Audit & Accounting Guide 
No. 0126411 
$77.00 AICPA member/$96.25 Regular 


State & Local Government Audit 

& Accounting Guide 

No. 0126611 

$70.00 AICPA member/$87.50 Regular 


Risk Assessment for Mid-Sized Companies: 
Tools for Developing a Tailored Approach to 
Risk Management 

No. 091101 

$75.00 AICPA Member/$93.75Regular 





Conferences 


July 18 — 20, 2011 


Boston, MA 








© AICPA Advanced Estate 
Planning Conference 


Boston Marriott Copley Place 


Internal Control Essentials for Financial 
Managers, Accountants and Auditors 
No. 731858 

$159.00 AICPA member/$198.75 Regular 


Forensic Accounting: Fraudulent Reporting 
and Concealed Assets 

No. 731957 

$159.00 AICPA member/$198.75 Regular 


IFRS Update and Review of Complex Topics 
No. 745261 
$149.00 AICPA member/$186.25 Regular 


UPCOMING AICPA CONFERENCES & ANE ae 


® AICPA National Conference on 
Banks & Savings Institutions 
September 12-14, 2011 
Marriott Wardman Park Hotel, 
Washington, DC 


Workshops: Sunday, July 17th 


cpa2biz.com | 888.777.7077 


DRAFTS OUTSTANDING 


(This list was compiled as of May 20, 2011. More current information may be available from the respective standard setter. 
Note: The policy for updating the list of exposure drafts and working drafts is that a document should remain on the list until a final document has 
been issued or the project has been dropped. However, no comments will be received after the comments deadline has expired. 
The list is not all-inclusive but is intended to present the exposure drafts and working drafts of particular interest to professional accountants.) 


Issue 


Date Title or Description 


EXPOSURE DRAFTS 





FASB 


4/22/11 Proposed Accounting Standards Update, Intangibles— 6/6/11 
Goodwill and Other (Topic 350): Testing Goodwill for 
Impairment 
1B1/11 Supplementary Document, Accounting for Financial 4/11 
Instruments and Revisions to the Accounting for 


Derivative Instruments and Hedging Activities: Impairment 





1/28/11 Proposed Accounting Standards Update, Balance Sheet 4/28/11 


(Topic 210): Offsetting 
12/17/10 Proposed Accounting Standards Update, Other Expenses 4/18/11 
(Topic 720): Fees Paid to the Federal Government by 
Health Insurers (a consensus of the FASB Emerging 
Issues Task Force) 





12/17/10 Proposed Accounting Standards Update, Health Care 2/5/11 
Entities (Topic 954): Presentation and Disclosure of 

Net Revenue, Provision for Bad Debts, and the 

Allowance for Doubtful Accounts (a consensus of the 


FASB Emerging Issues Task Force) 





9/1/10 Proposed Accounting Standards Update, Compensation— 11/1/10 
Retirement Benefits—Multiemployer Plans (Subtopic 715-80): 
Disclosure about an Employers Participation in a 


Multiemployer Plan 





8/17/10 Proposed Accounting Standards Update, Leases (Topic 840) 12/15/10 





7/20/10 Proposed Accounting Standards Update, Contingencies 8/20/10 


(Topic 450): Disclosure of Certain Loss Contingencies 





6/24/10 Proposed Accounting Standards Update, Revenue 10/22/10 
Recognition (Topic 605): Revenue from Contracts 


with Customers 





Proposed Accounting Standards Update, Accounting for 9/30/10 
Financial Instruments and Revisions to the Accounting for 

Derivative Instruments and Hedging Activities: Financial 

Instruments (Topic 825) and Derivatives and Hedging 


(Topic 815) 





5/26/10 Proposed Accounting Standards Update, Comprehensive 9/30/10 


Income (Topic 220): Statement of Comprehensive Income 





3/11/10 Proposed Statement of Financial Accounting Concepts, 7/16/10 
Conceptual Framework for Financial Reporting: 


The Reporting Entity 





Going Concern 12/8/08 





Earnings per Share—an amendment of FASB Statement 12/5/08 
No. 128 (Revision of Exposure Draft Issued 


September 30, 2005) 





6/6/08 Accounting for Hedging Activities (an amendment of 8/15/08 


FASB Statement No. 133) 


ARSC (AICPA) 

11/30/10 Proposed Statement on Standards for Accounting and 
Review Services, The Use of the Accountants Name in 
a Document or Communication Containing Unaudited 
Financial Statements That Have Not Been Compiled 
or Reviewed 





4/29/11 
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Issue Comment 

Date Title or Description Deadline 

ASB (AICPA) : 

3/7/11 Proposed Statement on Auditing Standards, Omnibus 5/15/11 
Statement on Auditing Standards—2011 

12/21/10 Proposed Statement on Auditing Standards, Alert as to 4/29/11 
the Intended Use of the Auditor's Written Communication 

11/9/10 _- Proposed Revised Statement on Auditing Standards, 1/31/11 
Financial Statements Prepared in Accordance With a 
Financial Reporting Framework Generally Accepted 
in Another Country 

7/19/10 Proposed Statement on Auditing Standards, Letters for 9/30/10 
Underwriters and Certain Other Requesting Parties 
(Redrafted) 

7/8/10 Proposed Statement on Auditing Standards, Interim 10/8/10 
Financial Information (Redrafted) 

9/30/09 Proposed Statement on aengt Standards, Reporting 12/31/09 
on Compliance With Aspects of Contractual Agreements 
or Regulatory Requirements in Connection Wi 
Audited Financial Statements (Redrafted) 

OTHER (AICPA) 

4/4/11 Omnibus Proposal AICPA Professional Ethics Division 6/5/11 
Interpretations and Definition 

2/28/11 | Omnibus Proposal AICPA Professional Ethics 5/31/11 
Division Interpretations and Rulings 

1/31/11 __ Proposed Revisions to the AICPA Standards for 4/29/11 
Performing and Reporting on Peer Reviews—Performing 
and Reporting on Peer Reviews of Compilations 
Performed Under SSARS 19 

3/13/09 Generally Accepted Privacy Principles 4/15/09 

11/26/08 Proposed Statements on Standards for Tax Services 5/15/09 

SEC 

9/20/09. Custody of Funds or Securities of Clients by Investment 7/28/09 
Advisers 

2/3/09 Roadmap for the Potential Use of Financial Statements 4/20/09 
Prepared in Accordance With International Financial 
Reporting Standards by U.S. Issuers 

GASB 

2/14/11 Derivative Instruments: Application of Hedge 4/15/11 
Accounting Termination Provisions—an amendment 
of GASB Statement No. 53 

11/24/10 Financial Reporting of Deferred Outflows of Resources, 2/25/11 
Deferred Inflows of Resources, and Net Position 

6/16/10 Pension Accounting and Financial Reporting by Employers 9/17/10 

IFAC 

5/2/11 International Good Practice Guidance (IGPG), 729/11 
Predictive Business Analytics: Forward-Looking 
Measures to Improve Business Performance 

4/29/11 Proposed International Standard on Assurance O/I/L1 


Engagements, ISAE 3000 (Revised), Assurance 
Engagements Other Than Audits or Reviews of 
Historical Financial Information 
Ca a 
4/29/11 International Public Sector Accounting Standards Board, _ 8/31/11 
Key Characteristics of the Public Sector with Potential 
Implications for Financial Reporting 
I EL ES ice ea egg 
4/28/11 Proposed Redrafted International Education Standard, ——-7/28/11 
IES 6, Assessment of Professional Competence 


New additions appear in bold, blue type. 





Issue 
Date 


45/11 


Comment 
Deadline 


TAS/1 


Title or Description 





Proposed Redrafted International Education Standard, 
IES 4, Professional Values, Ethics, and Attitudes 
3/29/11 


Exposure Draft 45, Improvements to IPSASs 2011 6/30/11 


1/13/11 _ Proposed International Standard on Review 
Engagements, ISRE 2400 (Revised), Engagements 
to Review Historical Financial Statements 


5/20/11 


1/11/11 _ Proposed International Standard on Assurance 6/10/11 
Engagements, ISAE 3410, Assurance Engagements 
on Greenhouse Gas Statements 

12/15/10 


Conceptual Framework for General Purpose Financial 6/15/11 


Reporting by Public Sector Entities 
12/10/10 . Proposed Redrafted International Education Standard, 3/8/11 
IES 7, Continuing Professional Development: A Program 
of Lifelong Learning and Continuing Development of 
Professional Competence 


11/4/10 _ IFAC Policy Position Paper #4, A Public Interest 3/25/11 


Framework for the Accountancy Profession 
10/28/10 


Proposed International Standard on Related Services, 3/31/11 


ISRS 4410 (Revised), Compilation Engagements 
10/13/10 International Auditing Practice Statements, Proposals 2/11/11 
Relating to the Withdrawal of Existing IAPSs and 
Clarification of the Status and Authority of New IAPSs 
and Proposed IAPS 1000, Special Considerations in 
Auditing Complex Financial Instruments 
7/15/10 ISA 315 (Revised), Identifying and Assessing the Risks 
of Material Misstatement through Understanding the 
Entity and Its Environment 
and 
ISA 610 (Revised), Using the Work of Internal Auditors 


11/15/10 


4/28/10 _ Proposed International Standard on Assurance 9/30/10 
Engagements (ISAE) 3420, Assurance Reports on the 
Process to Compile Pro Forma Financial Information 
Included in a Prospectus 

2/19/10 


Proposed International Public Sector Accounting 6/30/10 


Standard, Service Concession Arrangements: Grantor 


FASAB 


W/5/11 Deferral of the Effective Date of SFFAS 38, Accounting 2/7/11 


for Federal Oil and Gas Resources 


DRAFTS OUTSTANDING 


Issue Comment 

Date Title or Description Deadline 

1/5/11 Technical Bulletin 2011-1, Accounting for Federal 1/31/11 
Natural Resources Other Than Oil and Gas 

9/13/10 Measurement of the Elements of Accrual-Basis Financial 11/30/10 
Statements in Periods After Initial Recording 

5/4/10 Definitional Changes Related to Deferred Maintenance 6/25/10 
and Repairs: Amending Statement of Federal Financial 
Accounting Standards 6, Accounting for Property, Plant, 
and Equipment 

GAO 

8/2010 Government Auditing Standards, 2010 Exposure Draft 11/22/10 

PCAOB 

2/26/08 _ Proposed Auditing Standard—Engagement Qualit 5/12/08 
Review and Conforming Amendment to the Board's 
Interim Quality Control Standards 

10/17/07 An Audit of Internal Control That Is Integrated With 12/17/07 
an Audit of Financial Statements: Guidance for 
Auditors of Smaller Public Companies 

5/24/07 | Amendments to Limit Board Rule 4003's Fixed Periodic 7/23/07 
Inspection Requirement to Firms That Regularly Issue 
Audit Reports 

4/3/07 Proposed Auditing Standard—Evaluating Consistency 5/18/07 
of Financial Statements and Proposed Amendments to 
Interim Auditing Standards 

12/19/06 Amendments to Board Rules Relating to Inspections 2/16/07 

5/23/06 Proposed Rules on Succeeding to the Registration Status 7/24/06 
of a Predecessor Firm 

5/23/06 ee Rules on Periodic Reporting by Registered 7/24/06 
Public Accounting Firms 

10/26/04 Proposed Rule on Procedures Relating to Subpoena 11/29/04 


Requests in Disciplinary Proceedings 


NONAUTHORITATIVE WORKING DRAFTS 
FinREC (AICPA) 


4/12/11 Audit and Accounting Guide, Employee Benefit Plans 6/10/11 
4/6/11 Audit and Accounting Guide, Health Care Entities 6/6/11 
9/10/08 Audit and Accounting Guide, Gaming 12/9/08 


INFORMATION 


The initials stand for the following organizations. Exposure drafts are available online at the Web addresses 
below or copies may be obtained at the address in parentheses (unless otherwise indicated). 


Financial Accounting Standards Board (Order Department, Financial 
Accounting Standards Board, 401 Merritt 7, RO. Box 5116, Norwalk, 
CT 06856-5116); www.fasb.org 


Governmental Accounting Standards Board (Order Department, 
Governmental Accounting Standards Board, 401 Merritt 7, 
PO. Box 5116, Norwalk, CT 06856-5116); www.gasb.org 


American Institute of CPAs (AICPA, 220 Leigh Farm Road, Durham, 
NC 27707-8110). The Institute publishes exposure drafts and working 
drafts exclusively on the Web at www.aicpa.org. Print copies are not 
available. 

International Accounting Standards Board (International Accounting 
Standards Board, 30 Cannon Street, London EC4M 6XH, United 
Kingdom); www.iasb.org 

International Federation of Accountants (International Federation of 
Accountants, 545 Fifth Avenue, 14th Floor, New York, NY 10017); 
www.ifac.org 
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SEC-— Securities and Exchange Commission (Securities and Exchange 
Commission, 100 F Street, N.E., Washington, DC 20549); 


www.sec.gov 

FASAB— Federal Accounting Standards Advisory Board (Federal Accounting 
Standards Advisory Board, 441 G Street, N.W,, Suite 6814, Washington, 
DC 20548); www.fasab.gov 


U.S. Government Accountability Office (available only in electronic 
format); Www.gao.gov 


GAO- 


PCAOB-— Public Company Accounting Oversight Board (Public Company 
Accounting Oversight Board, 1666 K Street, N.W., Washington, DC 
20006-2803); www.pcaobus.org 


AICPA TECHNICAL HOTLINE 
The Technical Information Service answers inquiries about specific audit or 
accounting problems. Call toll-free 877-242-7212 or email query to 
aahotline@aicpa.org. This service is free to AICPA members. 
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SAS NO. 121...SSARS NO. 20...CLARIFIED STATEMENTS ON AUDITING STANDARDS... 
AMENDMENTS TO IMPLEMENTING RESOLUTIONS OF COUNCIL...BYLAW AMENDMENT 


SAS NO. 121 


Statement on Auditing Standards- 
Revised Applicability of Statement on 
Auditing Standards No. 100, Interim 
Financial Information 


(To revise paragraph .05 of AU section 722, 
Interim Financial Information [AICPA, 
Professional Standards, vol. 1]) 


1, The purpose of this amendment is to revise para- 
graph .05 of Statement on Auditing Standards (SAS) 
No. 100, Interim Financial Information, as amended 
(AICPA, Professional Standards, vol. 1, AU sec. 722), 
such that the SAS would be applicable when the 
accountant audited the entity's latest annual finan- 
cial statements, and the appointment of another 
accountant to audit the current year financial state- 
ments is not effective prior to the beginning of the 
period covered by the review. New language is 
shown in boldface italics; deleted language is shown 
by strikethrough. 

.05 An accountant may conduct, in accordance 

with this section, a review of interim financial 

information if 
a. the entity’s latest annual financial statements 
have been audited by the accountant or a 
predecessor; 
b. the accountant either 
i. has been engaged to audit the entity’s 
current year financial statements, or 

ii, the-aeeountent audited the entity’s lat- 
est annual financial statements and, 
when it is expected that the current year 
financial statements will be audited, 
expeets-to-be-engaged the appointment 
of another accountant to audit the cur- 
rent year financial statements is not 
effective prior to the beginning of the 
period covered by the review; 

c. the ekent entity prepares its interim finan- 
cial information in accordance with the 
same financial reporting framework as that 
used to prepare the annual financial state- 
ments; and 


Copyright © 2011 American Institute of Certified Pub- 
lic Accountants, Inc. New York, NY 10036-8775. All 
rights reserved. For information about the procedure for 
requesting permission to make copies of any part of this 
work, please visit www.copyright.com or call 978) 
750-8400. 


d. #when the interim financial information is 
condensed information, all of the following 
conditions are met: 

i. The condensed interim financial informa- 
tion purports to conform with an appro- 
priate financial reporting framework, 
which includes appropriate form and 
content of interim financial statements; 
for example, Financial Accounting 
Standards Board (FASB) Accounting 
Standards Codification (ASC) 270, Interim 
Reporting, and Article 10 of SEC 
Regulation S-X with respect to account- 
ing principles generally accepted in the 
United States of America’ or International 
Accounting Standard 34, Interim Financial 
Reporting, with respect to IFRS issued by 
the IASB, may be appropriate financial 
reporting frameworks for interim financial 
information. 

ii. The condensed interim financial infor- 
mation includes a note that the financial 
information does not represent complete 
financial statements and should be read 
in conjunction with the entity’s latest 
annual audited financial statements. 

iii. The condensed interim financial infor- 
mation accompanies the entity's latest 
audited annual financial statements, or 
such audited annual financial state- 
ments are made readily available by the 
entity. The financial statements are 
deemed to be readily available if a third- 
party user can obtain the financial state- 
ments without any further action by the 
entity (for example, financial statements 
on an entity's website may be consid- 
ered readily available, but being avail- 
able upon request is not considered 
readily available). 

2. This amendment is effective for interim reviews 
of interim financial information for periods begin- 
ning after December 15, 2011. Early application is 
permitted. 


5. Financial Accounting Standards Board (FASB) Accounting Stan- 
dards Codification (ASC) 270, Interim Reporting, outlines the applica- 
tion of U.S. generally accepted accounting principles to the determi- 
nation of income when interim financial information is presented, 
provides for the use of estimated effective income tax rates, and spec- 
ifies certain disclosure requirements for summarized interim finan- 
cial information issued by public companies. In addition to FASB 
ASC 270, other FASB ASC guidance also includes disclosure require- 
ments for interim financial information. 


»Samuel K. Cotterell 


- Auditing Standards Board 
(2010-2011) 

Darrel R. Schubert, Chair Thomas A. Ratcliffe 
Ernest F Baugh, Jr. Brian R. Richson 
Brian R. Bluhm Thomas M. Stemlar 
Robert E. Chevalier Mark H. Taylor 
Kim L. Tredinnick 
H. Steven Vogel 
Phil D. Wedemeyer 
Kurtis Wolff 
Megan F Zietsman 


James R. Dalkin 
David D. Duree 
Edwin G. Jolicoeur 
David M. Morris 
Kenneth R. Odom 


AICPA Staff 
Charles E. Landes Ahava Z. Goldman 
Vice President Senior Technical Manager 
Professional Standards Audit and Attest Standards 


Richard Miller 
General Counsel and Secretary 


Note: Statements on Auditing Standards are issued by the 
Auditing Standards Board, the senior technical body of the 
Institute designated to issue pronouncements on auditing 
matters, Rule 202, Compliance With Standards (AICPA, 
Professional Standards, vol. 2, ET sec. 202), of the 
Institute’s Code of Professional Conduct requires compli- 
ance with these standards in an audit of a nonissuer. 


SSARS NO. 20 


Statement on Standards for 
Accounting and Review Services- 
Revised Applicability of Statements 
on Standards for Accounting and 
Review Services 


(To revise paragraph .01 of AR section 90, 
Review of Financial Statements [AICPA, 
Professional Standards, vol. 2]) 


The Applicability of Statements on Standards 
for Accounting and Review Services 

1. The purpose of this amendment is to revise para- 
graph .01 of AR section 90, Review of Financial 
Statements (AICPA, Professional Standards, vol. 2), so 
that Statements on Standards for Accounting and 
Review Services do not apply when the provisions 
of Statement on Auditing Standards No. 100, 
Interim Financial Information, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 722) apply. 
New language is shown in boldface italics; deleted 
language is shown by strikethrough. 
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.01 This section establishes standards and pro- 
vides guidance on reviews of financial state- 
ments. The accountant is required to comply 
with the provisions of this section whenever he 
or she has been engaged to review financial 
statements, except for reviews of interim finan- 
cial information if the following are true: 
a. The entity’s latest annual financial state- 
ments have been audited by the accountant 
or a predecessor. 
b. The accountant either 
i. has been engaged to audit the entity’s 
current year financial statements, or 

ii, the-eeeountantaudited the entity’s lat- 
est annual financial statements and, 
‘when it is expected that the current 
year financial statements will be 


_ audited, epecstoe-beensasedtoaudit 
ehe-eaurantveantnanciatstatenients-the 


appointment of another accountant to 
audit the current year financial state- 
ments is not effective prior to the begin- 
ning of the period covered by the 
review. 

c. The eHent entity prepares its interim finan- 
cial information in accordance with the 
same financial reporting framework as that 
used to prepare the annual financial state- 
ments. 

Accountants engaged to perform reviews of interim 
financial information when the conditions in (a)—(c) 
are met should perform such reviews in accordance 
with Statement on Auditing Standards No. 100, 
Interim Financial Information, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 722). 


Effective Date 

2. This amendment is effective for reviews of finan- 
cial statements for periods beginning after 
December 15, 2011. Early application is permitted. 


Accounting and Review Services Committee 
(2010-2011) 
Carolyn H. McNerney, Chair 
Chad M. Becnel 
Michael Brand 
Gerald W. Burns 


Jefferey C. Lewis 
Charles J. McElroy 
James A. Smith 


AICPA Staff 
Charles E. Landes Michael P Glynn 
Vice President Technical Manager 
Professional Standards Audit and Attest Standards 


Richard I. Miller 
General Counsel and Secretary 


Note: Statements on Standards for Accounting and 
Review Services are issued by the Accounting and Review 
Services Committee (ARSO), the senior technical body of 
the Institute designated to issue enforceable standards in 
connection with the unaudited financial statements or 
other unaudited financial information of a nonpublic enti- 
ty. Rule 202, Compliance With Standards (AICPA, 
Professional Standards, vol. 2, ET sec. 202), of the 
Institute’s Code of Professional Conduct requires an 
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AICPA member who performs compilations or reviews 
to comply with standards promulgated by the ARSC. 


CLARIFIED STATEMENTS ON 
AUDITING STANDARDS 


Note: All clarified Statements on Auditing Standards 
GASs) will have the same effective date. Upon the 
issuance of all clarified SASs, one SAS will be issued 
containing all clarified SASs in codified format. 


Statement on Auditing Standards- 
Filings With the U.S. Securities and 
Exchange Commission Under the 
Securities Act of 1933 

(Supersedes Statement on Auditing Standards 
No. 37, Filings Under Federal Securities 
Statutes [AICPA, Professional Standards, AU 
sec. 711]). 


CONTENTS 

Introduction 

Scope of This Statement on Auditing Standards/1 

Effective Date/2 

Objective/3 

Definitions/4—5 

Requirements 

Effective Date of the Registration Statement/6 

The Prospectus and Other Information/7-8 

Subsequent Events Procedures/9-12 

Unaudited Annual Financial Statements or 
Unaudited Interim Financial 
Information/13-16 

Application and Other Explanatory Material 

Scope of This Statement on Auditing 
Standards/A1 

Definitions/A2 

Effective Date of the Registration Statement/A3 

The Prospectus and Other Information/A4—A8 

Subsequent Events Procedures/A9-A11 

Exhibits/A12—A13 

Exhibit A: Background/A14 

Exhibit B: Illustrative Disclosures and 
Reports/A15 


INTRODUCTION 

Scope of This Statement on Auditing 
Standards (Ref: par. Al) 

1. This Statement on Auditing Standards (SAS) 
addresses the auditor’s responsibilities in connec- 
tion with financial statements of a nonissuer includ- 
ed or incorporated by reference in a registration 
statement filed with the U.S. Securities and 
Exchange Commission (SEC) under the Securities 
Act of 1933, as amended. Exhibit A, “Background,” 
provides background information on certain liabil- 
ity provisions of Section 11 of the Securities Act of 
1933, including Section 11(b)(3)(B). 


Effective Date 

2. This SAS is effective for filings under the 
Securities Act of 1933 that include audited finan- 
cial statements for periods ending on or after 
December 15, 2012. 


OBJECTIVE 

3. The objective of the auditor, in connection with 
audited financial statements of a nonissuer that are 
separately included or incorporated by reference in 
a registration statement filed under the Securities 
Act of 1933, is to perform specified procedures at 
or shortly before the effective date of the registra- 
tion statement to sustain the burden of proof that 
the auditor has performed a reasonable investiga- 
tion, as referred to in Section 11(b)(3)(B) of the 
Securities Act of 1933. 


DEFINITIONS 
4. For purposes of this SAS, the following terms 
have the meanings attributed as follows: 
Auditor’s consent. A statement signed and dated 
by the auditor that indicates that the auditor 
consents to the use of the auditor’s report, and 
other references to the auditor, in a registration 
statement filed under the Securities Act of 1933. 
Awareness letter. A letter signed and dated by the 
auditor to acknowledge the auditor's awareness 
that the auditor's review report on unaudited 
interim financial information is being used in a 
registration statement filed under the Securities 
Act of 1933. This letter is not considered to be 
part of the registration statement and is also com- 
monly referred to as an acknowledgment letter. 
Effective date of the registration statement. The 
date on which the registration statement filed 
under the Securities Act of 1933 becomes effec- 
tive for purposes of evaluating the auditor's lia- 
bility under Section 11 of the Securities Act of 
1933. (Ref: par. A2 and A14) 
5. References to included or the inclusion of in a reg- 
istration statement in this SAS means included or 
incorporated by reference in a registration statement 
filed under the Securities Act of 1933. 


REQUIREMENTS 

Effective Date of the Registration Statement 
(Ref: par. A3) 

6. Because the effective date of a registration statement 
filed under the Securities Act of 1933 may not nec- 
essarily coincide with the filing date, the auditor 
should request management to keep the auditor 
advised of the progress of the registration proceedings 
through the effective date of the registration statement. 


The Prospectus and Other Information (Ref: 
par. A4—A8) 

7. When the auditor's report on audited financial 
statements is included in a registration statement 
filed under the Securities Act of 1933, the auditor 
should perform the procedures described in AU sec- 
tion 550, Other Information in Documents Containing 
Audited Financial Statements (AICPA, Professional 
Standards), on the prospectus and pertinent portions 
of the registration statement (including material that 
is incorporated by reference). 

8. In connection with the procedures required by 
paragraph 7, the auditor should determine that the 
auditor's name is not being used in a way that indi- 
cates that the auditor’s responsibility is greater than 
the auditor intends. 
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Subsequent Events Procedures (Ref: par. 

A9-A11) 

9. When the most recent separate financial state- 

ments of the entity and related auditor's report are 

included in the registration statement, the auditor 
should perform the following procedures described 
in the clarified SAS Subsequent Events and Subsequently 

Discovered Facts' at or shortly before the effective date 

of the registration statement: 

a. Audit procedures designed to identify events 
occurring between the date of the auditor's 
report and the effective date of the registration 
statement that require adjustment to, or disclo- 
sure in, the financial statements. Such proce- 
dures, which take into account the auditor’s risk 
assessment in determining the nature and extent 
of such audit procedures, should include 
i. obtaining an understanding of any proce- 

dures that management has established to 
ensure that such events are identified. 

ii. inquiring of management and, when appro- 
priate, those charged with governance about 
whether any such events have occurred that 
might affect the financial statements. 

iii, reading minutes, if any, of the meetings of 
the entity's owners, management, and those 
charged with governance that have been 
held after the date of the financial statements 
and inquiring about matters discussed at 
any such meetings for which minutes are 
not yet available. 

iv. reading the entity’s latest subsequent inter- 
im financial statements, if any. 

b. Obtain updated written representations from 
management at or shortly before the effective 
date of the registration statement, about whether 
i. any information has come to management's 

attention that would cause management to 
believe that any of the previous representa- 
tions should be modified. 

ii. any events have occurred subsequent to the 
date of the financial statements that would 
require adjustment to, or disclosure in, 
those financial statements. 

10. When the auditor has audited the most recent 

period for which separate audited financial state- 

ments of the entity are included in the registration 
statement and 

a. the entity has been acquired by another entity, 

b. the acquirer's audited financial statements 
included in the registration statement reflect a 
period that includes the date of acquisition, and 

c. the auditor is a predecessor auditor because the 
auditor is not the continuing auditor of the entity, 

the auditor may be unable to perform all of the pro- 

cedures in paragraph 9. In such circumstances, the 
auditor should obtain written representations from 
management and the successor auditor as 
described in the clarified SAS Subsequent Events and 

Subsequently Discovered Facts at or shortly before 

the effective date of the registration statement. 


1. Paragraphs 9-10 of the clarified Statement on Auditing Standards 
(SAS) Subsequent Events and Subsequently Discovered Facts. 

2. Paragraph 19(c—d) of the clarified SAS Subsequent Events and Sub- 
sequently Discovered Facts. 
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11. Ifa predecessor auditor audited the entity’s sep- 
arate financial statements for a prior period includ- 
ed in the registration statement but has not audited 
the entity’s separate financial statements for the most 
recent audited period for which the entity's audit- 
ed financial statements are included in the registra- 
tion statement, then the predecessor auditor should 
perform the following procedures described in the 
clarified SAS Subsequent Events and Subsequently 
Discovered Facts’ through a date at or shortly before 
the effective date of the registration statement: 
a. Read the financial statements of the subsequent 
period to be presented on a comparative basis 
b. Compare the prior period financial statements 
that the predecessor auditor reported on with 
the financial statements of the subsequent peri- 
od to be presented on a comparative basis 
c. Obtain written representations from manage- 
ment at or shortly before the effective date 
d. Obtain a representation letter from the succes- 
sor auditor stating whether the successor audi- 
tor’s audit revealed any matters that, in the 
successor auditor’s opinion, might have a mate- 
rial effect on, or require disclosure in, the finan- 
cial statements reported on by the predecessor 
auditor 
12. If the auditor becomes aware of subsequently 
discovered facts, the auditor should not provide the 
auditor’s consent until the auditor’s consideration 
of subsequently discovered facts, including the effect 
on the auditor's report on the financial statements, 
has been satisfactorily completed in accordance with 
the clarified SAS Subsequent Events and Subsequently 
Discovered Facts.* If management does not revise the 
audited financial statements in circumstances in 
which the auditor believes they need to be revised, 
then the auditor should determine whether to with- 
hold the auditor’s consent (and the awareness let- 
ter, if applicable). (Ref: par. Al1) 


Unaudited Annual Financial Statements or 
Unaudited Interim Financial Information 
13. If the auditor concludes, based on known facts, 
that unaudited annual financial statements or unau- 
dited interim financial information included in a reg- 
istration statement filed under the Securities Act of 
1933 is not in conformity with the requirements of 
the applicable financial reporting framework, then 
the auditor should request that management revise 
the unaudited annual financial statements or unau- 
dited interim financial information appropriately. 
14. If management does not revise the unaudited 
annual financial statements or unaudited interim 
financial information appropriately and 
a. the auditor has reported ona review of the unau- 
dited annual financial statements or unaudited 
interim financial information, 
b. the auditor's review report is included in the reg- 
istration statement, and 
c. the subsequently discovered facts are such that 


3. Paragraph 19 of the clarified SAS Subsequent Events and Subsequent- 
ly Discovered Facts. 

4. Paragraphs 15-18 of the clarified SAS Subsequent Events and Sub- 
sequently Discovered Facts. 





they would have affected the report had they been 
known to the auditor at the date of the report, 
the auditor should perform the applicable proce- 
dures described in the clarified SAS Subsequent 
Events and Subsequently Discovered Facts.° 
15. If management does not revise the unaudited 
annual financial statements or unaudited interim 
financial information appropriately and 
a. the auditor has not reported on a review of the 
unaudited annual financial statements or 
unaudited interim financial information or 
b. the auditor's review report is not included in the 
registration statement, 
the auditor should modify the report on the audit- 
ed financial statements to describe the departure 
from the requirements of the applicable financial 
reporting framework contained in the unaudited 
annual financial statements or unaudited interim 


», financial information, as described in the proposed 


SAS Interim Financial Information (Redrafted).° 
16. Additionally, the auditor should determine 
whether to withhold the auditor’s consent (and the 
awareness letter, if applicable). (Ref: par. Al1) 


APPLICATION AND OTHER 
EXPLANATORY MATERIAL 

Scope of This Statement on Auditing 
Standards (Ref: par. 1) 

Al. This SAS is written from the perspective of a 
registration statement filed under the Securities Act 
of 1933. The liability provisions under the Securities 
Act of 1933 differ from those (Section 10[b] and 
Rule 10[{b][5], in particular) under the Securities 
Exchange Act of 1934. 


Definitions 

Effective Date of the Registration Statement 
(Ref: par. 4) 

A2. Exhibit A describes the process commonly 
referred to as shelf registration. Paragraphs 8-12 in 
exhibit A provide additional guidance about the effec- 
tive date of a registration statement, including situa- 
tions in which a posteffective amendment is made or 
a prospectus supplement is filed. Both of these situ- 
ations may create a new effective date. Exhibit A also 
discusses the auditor's liability under Section 11 of the 
Securities Act of 1933 with regard to these situations. 


Effective Date of the Registration Statement 
(Ref: par. 6) 

A3. Requesting management to keep the auditor 
advised of the progress of the registration proceed- 
ings through the effective date is important so that 
the auditor's consideration of events occurring after 
the date of the auditor’s report up to the effective 
date, or as close thereto as reasonable and practica- 
ble, can be completed by the effective date of the reg- 
istration statement. Generally, the filing date of a 
registration statement will precede the effective date. 
In addition to performing the procedures required 
by this SAS at or shortly before the effective date, the 


5. Paragraphs 14 and 17-18 of the clarified SAS Subsequent Events 
and Subsequently Discovered Facts. 

6. Paragraph 36(a) of the proposed SAS Interim Financial Information 
(Redrafted). 
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auditor may also.perform some or all of the proce- 
dures in this SAS at or shortly before the filing date. 


The Prospectus and Other Information (Ref: 
par. 7-8) 

A4. The reading of the entire prospectus (includ- 
ing any supplemental prospectuses and documents 
incorporated by reference—such as forms 10-K, 10- 
Q, and 8-K) assists the auditor in fulfilling the audi- 
tor's statutory responsibilities to perform a 
reasonable investigation, as described in Section 
11(c) of the Securities Act of 1933. 


References to the Auditor as an Expert in 
Connection With a Securities Act of 1933 
Registration Statement 

AS5. The requirements in paragraphs 7-8 assist the 
auditor in determining that the references to the 
auditor in the Securities Act of 1933 registration 
statement are appropriate. For example, manage- 
ment’s disclosure in the “experts” section cannot 
imply that the financial statements have been pre- 
pared by the auditor or that the financial statements 
are not the direct representations of management. 
A6. The SEC does not require an entity to include 
an auditor’s review report on unaudited interim 
financial information in the registration statement 
unless the registration statement states that the 
unaudited interim financial information has been 
reviewed by an independent auditor. If the regis- 
tration statement includes the auditor's review 
report on interim financial information, then the 
requirements in paragraphs 7-8 assist the auditor 
in determining that the issuer discloses the fact that 
an interim review report is not a report on, or a part 
of, the registration statement prepared or certified 
by the auditor, within the meaning of Section 7 and 
Section 11 of the Securities Act of 1933, and that 
the auditor’s liability under Section 11 does not 
extend to the auditor's review report. 

A7. The auditor is not considered an expert with 
respect to the auditor's review report on interim finan- 
cial information and, therefore, it is important that 
this fact is clearly described. For example, the dis- 
closures relating to the auditor's report on the audit- 
ed financial statements may be included under a 
heading titled “Experts,” and the disclosures in para- 
graph A6 would then be included under a heading 
titled “Independent Auditors.” Alternatively, the dis- 
closures described in paragraph A6 may be includ- 
ed under an “experts” section together with language 
stating the fact that an interim review report is not a 
report on, or a part of, the registration statement pre- 
pared or certified by the auditor, within the mean- 
ing of Section 7 and Section 11 of the Securities Act 
of 1933, and that the auditor’s liability under Section 
11 does net extend to the auditor's review report. 
A8. Exhibit A describes the disclosures relating to 
the auditor’s report on the audited financial state- 
ments. Exhibit B, “Illustrative Disclosures and 
Reports,” provides an illustration of this disclosure. 


Subsequent Events Procedures (Ref: par. 9-12) 
A9. An example of the conditions described in 
paragraphs 9-11 would be a situation in which an 
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issuer recently acquired a nonissuer that is consid- 
ered significant to the issuer based on quantitative 
thresholds specified in the SEC’s rules and regula- 
tions. In this case, the issuer’s registration statement 
may need to include the separate audited financial 
statements of the acquired nonissuer for one or 
more periods. 

A10. In addition to the procedures required by 
paragraph 9, the auditor may consider it necessary 
and appropriate to inquire of, or extend previous 
oral or written inquiries to, the entity's legal coun- 
sel concerning litigation, claims, and assessments, 
as described in the clarified SAS Audit Evidence— 
Specific Considerations for Selected Items. 

All. In making the determination whether to with- 
hold the auditor’s consent, the auditor may consid- 
er obtaining legal advice. (Ref: par. 12 and 16) 


Exhibits 

A12. Exhibit A provides detailed background guid- 

ance on the following: (Ref: par. 4) 

¢ The liability provisions of Section 11 of the 
Securities Act of 1933 

¢ The auditor's consent and awareness letter 

¢ The effective date of the registration statement 

e References to the auditor as an expert in con- 
nection with a Securities Act of 1933 registra- 
tion statement 

* References to the auditor as an expert in a doc- 
ument other than a Securities Act of 1933 reg- 
istration statement 

¢ Letters similar to a consent prepared in connec- 
tion with a document that is not a Securities Act 
of 1933 registration statement 

A13. Exhibit B provides illustrative disclosures and 

reports. 


Al4. 
EXHIBIT A: BACKGROUND 


Exhibit A is intended to provide limited background 
information only. 


Exhibit A is not intended to be, and does not con- 
stitute, a comprehensive or complete discussion of 
the liability provisions of the Securities Act of 1933, 


as amended. Exhibit A is not legal advice and read- 
ing it as such is inappropriate. Auditors are advised 
to consult with their legal counsel regarding the 
information provided in Exhibit A and the entire 
content of Section 11 of the Securities Act of 1933. 





1. When an auditor's report is included in a regis- 
tration statement filed under the Securities Act of 
1933, the auditor's responsibility, generally, is in sub- 
stance no different from that involved in other types 
of reporting. However, the nature and extent of this 
responsibility are specified in some detail in the appli- 
cable statutes and the related rules and regulations. 


Liability Provisions of Section 11 of the 
Securities Act of 1933 

2. Liability under the Securities Act of 1933 is 
defined in several sections of that act. One impor- 


tant section for auditors is Section 11. 

3. Section 11(a) imposes civil liability on a num- 
ber of parties that are involved ina registration state- 
ment filed under the Securities Act of 1933. One 
of the parties specifically mentioned in Section 11(a) 
is an auditor who has consented to the use of the 
auditor's report on audited financial statements in 
connection with a registration statement filed under 
the Securities Act of 1933 (Section 11{a][4]). 

4. Section 11(b)(@)(B) of the Securities Act of 1933 
provides that the auditor is not liable under Section 
11(a) if the auditor 


sustain[s] the burden of proof... that... as 
regards any part of the registration statement 
purporting to be made upon his authority as 
an expert or purporting to be a copy of or 
extract from a report or valuation of himself 
as an expert, (i) he had, after reasonable 
investigation, reasonable ground to believe 
and did believe, at the time such part of the 
registration statement became effective, that 
the statements therein were true and that 
there was no omission to state a material fact 
required to be stated therein or necessary to 
make the statements therein not misleading, 
or (ii) such part of the registration statement 
did not fairly represent his statement as an 
expert or was not a fair copy of or extract 
from his report or valuation as an expert. 


5. Section 11(c) of the Securities Act of 1933 indi- 
cates that for the purpose of determining what con- 
stitutes reasonable investigation and reasonable 
ground to believe, “the standard of reasonableness 
shall be that required of a prudent man in the man- 
agement of his own property.” 


Auditor's Consent and Awareness Letter 

6. Section 7 of the Securities Act of 1933 requires 
an issuer to provide the consent of any auditor 
whose report on audited financial statements is 
included in a Securities Act of 1933 registration 
statement. The issuer’s responsibility to file the audi- 
tor’s consent is further discussed in Rule 436 of the 
Securities Act of 1933. 

7. Rule 436(c) of the Securities Act of 1933 indicates 
that an auditor's report based on a review of inter- 
im financial information is not a report within the 
meaning of Section 11. Thus, the auditor does not 
have a similar statutory responsibility for such 
reports as of the effective date of the registration state- 
ment. Accordingly, the auditor's consent would not 
refer to the auditor's report on interim financial state- 
ments. However, the issuer is required to file an 
awareness letter from an auditor if the auditor's 
review report on interim financial information is 
included in a registration statement filed under the 
Securities Act of 1933. 


Effective Date of the Registration Statement 

8. The information in a registration statement filed 
under the Securities Act of 1933 is evaluated as of 
its effective date. Accordingly, the auditor who has 
consented to the inclusion of the auditor's report on 





www.journalofaccountancy.com 


July 2011 Journal of Accountancy 97 


> 


audited financial statements in such a registration 
statement has a statutory responsibility that is deter- 
mined in light of the circumstances on that date. The 
effective date for purposes of evaluating liability 
under Section 11 may be different for different par- 
ties. For instance, the effective date for determining 
liability under Section 11 for the issuer or for an 
underwriter may be later than the effective date for 
determining Section 11 liability for the auditor. 
9. Certain Securities Act of 1933 rules and forms 
(for example, Rule 415 and Form S-3) permit 
issuers to register offerings of securities to be offered 
and sold on a delayed or continuous basis. This 
process is commonly referred to as shelf registration. 
10. The prospectus included in a shelf registration 
statement at the time it becomes effective is com- 
monly referred to as a base prospectus. Many issuers 
follow a “bare bones” approach to preparing the base 
prospectus by relying entirely on the documents 
incorporated by reference (for example, forms 10- 
K, 10-Q, and 8-k) to provide most, if not all, of the 
issuer-related disclosures. The base prospectus also 
generally omits information relating to the specif- 
ic amount of each security to be offered and pric- 
ing information. That information is typically 
provided through a prospectus supplement filed 
pursuant to Rule 424(b) of the Securities Act of 
1933 at the time the securities are sold (common- 
ly referred to as taken off the shelf or a shelf takedown). 
11. At the time of filing a shelf registration statement, 
the issuer undertakes to update the prospectus for 
a number of items. The issuer's undertakings are set 
forth in Item 512 of Regulation S-K. Information 
omitted from the base prospectus, as well as the 
information that the issuer has undertaken to pro- 
vide at a later date, may be conveyed to investors 
¢ bya posteffective amendment to the registration 
statement, 
¢ by a prospectus supplement filed pursuant to 
Rule 424(b) of the Securities Act of 1933, or 
e through the incorporation by reference of the 
information from a report filed under the 
Securities Exchange Act of 1934 (for example, 
Form 10-K or Form 8-K). 
12. As previously discussed, liability under Section 
11 of the Securities Act of 1933 is assessed based 
on the information included in the registration state- 
ment as of its effective date. As also previously 
noted, the effective date for purposes of evaluating 
liability under Section 11 as it relates to the audi- 
tor may differ from the effective date as it relates to 
other parties (for example, the issuer or any under- 
writers). From the auditor's perspective, the effec- 
tive date in connection with a Securities Act of 1933 
registration statement is the latest of the following: 
¢ The date the original registration statement (for 
example, on Form S-3) becomes effective 
¢ The effective date of any posteffective amend- 
ment 
¢ The filing date of a prospectus supplement if the 
filing of the prospectus supplement creates a 
new effective date for the auditor (for example, 
the prospectus supplement may contain new or 
revised audited financial statements or other 
information about which the auditor is an 
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expert and for which a new consent is required, 
as described in Rule 430B[f] [3] of the Securities 
Act of 1933) 
¢ The filing date of any report (for example, under 
the Securities Exchange Act of 1934) that 
includes or amends audited financial statements 
and is incorporated by reference into the already 
effective registration statement 
For example, assume an issuer with an already effec- 
tive shelf registration statement on Form S-3 acquires 
a private company, and the issuer is required to file 
the acquired company’s audited financial statements 
pursuant to the requirements of Form 8-K. In this 
case, the issuer will be required to file an auditor's 
consent from the acquired company’s auditor as an 
exhibit to Form 8-K. The guidance in this Statement 
on Auditing Standards is applicable to the acquired 
company’s auditor in connection with providing the 
auditor's consent to the issuer. 


References to the Auditor as an Expert in 
Connection With a Securities Act of 1933 
Registration Statement 

13. Although not required, most Securities Act of 
1933 registration statements relating to underwrit- 
ten offerings contain.a section titled “Experts.” This 
section can be defined as management's disclosure 
in a Securities Act of 1933 registration statement 
that states that audited financial statements are 
included in the registration statement in reliance 
upon the auditor’s report on the audited financial 
statements. The “experts” section also typically indi- 
cates that the auditor’s report on the audited finan- 
cial statements has been given on the auditor’s 
authority as an expert in accounting and auditing. 
14. Exhibit B, “Illustrative Disclosures and Reports,” 
provides an example of a typical “experts” section. 
15. As with all sections of the registration statement, 
the disclosures in the “experts” section are the 
issuer's responsibility. However, Rule 436(b) of the 
Securities Act of 1933 requires the issuer to file an 
auditor’s consent to being named as an expert. 


References to the Auditor as an Expert ina 
Document Other Than a Securities Act of 
1933 Registration Statement 

16. The term expert has a specific statutory mean- 
ing under the Securities Act of 1933. Outside the 
Securities Act of 1933 context, the term expert is typ- 
ically undefined. Accordingly, except as described in 
paragraph 18 of this exhibit, when an issuer wishes 
to make reference to the auditor's role in an offering 
document in connection with a securities offering that 
is not registered under the Securities Act of 1933, the 
caption to that section of the document would gen- 
erally be titled “Independent Auditors” (or something 
similar) rather than “Experts,” with no reference to 
the auditor as an expert anywhere in the document. 
17. Exhibit B provides an example of a typical 
description of the auditor’s role when an issuer wish- 
es to make reference to the auditor in an offering doc- 
ument in connection with a securities offering that 
is not registered under the Securities Act of 1933. 
18. There may be situations in which the term expert 
is sufficiently defined such that the auditor may agree 





to be referred to as an expert outside the context of 
a registration statement filed under the Securities Act 
of 1933. For example, if the term expert is defined 
under applicable state law, the auditor may agree to 
be named as an expert in an offering document in 
an intrastate securities offering. The auditor may also 
agree to be named as an expert, as that term is used 
by the Office of Thrift Supervision (OTS), in securi- 
ties offering documents that are subject to the juris- 
diction of the OTS. An understanding of any auditor 
liability provisions that may be included in the appli- 
cable federal or state statutes is an important consid- 
eration. - 


Letters Similar to Consents Prepared in 
Connection With a Document That Is Not a 
Securities Act of 1933 Registration Statement 
19. When an auditor’s report is used in connection 


., with an offering transaction that is not registered 


under the Securities Act of 1933, it is not usually 
necessary for the auditor to provide any type of writ- 
ten consent. If the auditor is asked to provide a writ- 
ten consent for use in connection with a document 
other than a Securities Act of 1933 registration state- 
ment, then the auditor may provide a letter indi- 
cating that the auditor agrees to the inclusion of the 
auditor’s report on the audited financial statements 
in the offering materials. This letter would typical- 
ly not be included in the offering materials. 

20. Exhibit B provides an example of language the 
auditor might use to indicate that the auditor agrees 
to the inclusion of the auditor's report on the audit- 
ed financial statements in the offering materials 
when the auditor's report is used in connection with 
an offering transaction that is not registered under 
the Securities Act of 1933. 


Al5. 

EXHIBIT B: ILLUSTRATIVE 
DISCLOSURES AND REPORTS 

The following is an example of a typical “experts” 
section in a registration statement filed under the 
Securities Act of 1933: 


Experts 
The consolidated balance sheets of Company 


X as of December 31, 20X2 and 20X1, and 
the related consolidated statements of 
income and comprehensive income, changes 
in stockholders’ equity, and cash flows for 
each of the three years in the period ended 
December 31, 20X2, included in this 
prospectus, have been so included in reliance 
on the report of ABC & Co, independent 
auditors, given on the authority of that firm 
as experts in auditing and accounting. 


The following is an example of a disclosure for a reg- 
istration statement filed under the Securities Act of 
1933 that includes the auditor's review report on 
unaudited interim financial information when such 
disclosure is included in a separate section. This dis- 
closure may also be included under a section titled 
“Experts”: 
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Independent Auditors 
With respect to the unaudited interim financial 


information of Company X for the three-month 
periods ended March 31, 20X3 and 20X2, 
included in this prospectus, ABC & Co. has 
reported that they have applied limited proce- 
dures in accordance with professional standards 
for a review of such information. However, their 
separate report dated May XX, 20X3, includ- 
ed herein, states that they did not audit and 
they do not express an opinion on that inter- 
im financial information. Accordingly, the 
degree of reliance on their report on such infor- 
mation should be restricted in light of the lim- 
ited nature of the review procedures applied. 
ABC & Co. is not subject to the liability provi- 
sions of section 11 of the Securities Act of 1933 
for their report on the unaudited interim finan- 
cial information because that report is not a 
“report” or a “part” of the registration statement 
prepared or certified by the accountants with- 
in the meaning of Sections 7 and 11 of the Act. 


The following is an example of a typical description 
of the auditor’s role when an issuer wishes to make 
reference to the auditor in an offering document pre- 
pared in connection with a securities offering that 
is not registered under the Securities Act of 1933: 


Independent Auditors 
The financial statements of Company X as 


of December 31, 20X2 and for the year then 
ended, included in this offering circular, 
have been audited by ABC & Co., inde- 
pendent auditors, as stated in their report 
appearing herein. 


Although generally not necessary, the following is 
an example of language the auditor might use indi- 
cating that the auditor agrees to the inclusion of the 
auditor’s report on the audited financial statements 
in offering materials prepared in connection with a 
securities offering that is not registered under the 
Securities Act of 1933: 


We agree to the inclusion in the offering cir- 
cular of our report, dated February 5, 20X3, 
on our audit of the financial statements of 
Company X. 


Statement on Auditing Standards- 
Consistency of Financial Statements 
Statement on Auditing Standards (SAS) Consistency 
of Financial Statements supersedes SAS No. 1, sec- 
tion 420, Consistency of Application of Generally 
Accepted Accounting Principles, as amended (AICPA, 
Professional Standards, vol. 1, AU sec. 420), and 
supersedes SAS No. 58, Reports on Audited Financial 
Statements, paragraphs .16—.17 and .53—.57 (AICPA, 
Professional Standards, vol. 1, AU sec. 508). 


CONTENTS 
Introduction 
Scope of This Statement on Auditing Standards/1 
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Effective Date/2 

Objectives/3 

Definition/4 

Requirements 

Evaluating Consistency/5—6 

Change in Accounting Principle/7—12 

Correction of a Material Misstatement in 
Previously Issued Financial 
Statements/13—15 

Change in Classification/16 

Application and Other Explanatory Material 

Evaluating Consistency/Al—-A3 

Change in Accounting Principle/A4—A11 

Correction of a Material Misstatement in 
Previously Issued Financial 
Statements/A12—A14 

Change in Classification/A15—A16 


INTRODUCTION 

Scope of This Statement on Auditing 
Standards 

1. This Statement on Auditing Standards (SAS) 
addresses the auditor's evaluation of the consisten- 
cy of the financial statements between periods, 
including changes to previously issued financial 
statements and the effect of that evaluation on the 
auditor’s report on the financial statements. 


Effective Date 

2. This SAS is effective for audits of financial state- 
ments for periods ending on or after December 15, 
2012. 


OBJECTIVES 

3. The objectives of the auditor are to 

a. evaluate the consistency of the financial state- 
ments for the periods presented and 

b. communicate appropriately in the auditor’s 
report when the comparability of financial state- 
ments between periods has been materially 
affected by a change in accounting principle or 
by adjustments to correct a material misstate- 
ment in previously issued financial statements. 


DEFINITION 
4. For purposes of generally accepted auditing stan- 
dards, the following term has the meaning attrib- 
uted as follows: 
Current period. The most recent period 
upon which the auditor is reporting. 


REQUIREMENTS 

Evaluating Consistency 

5. The auditor should evaluate whether the com- 
parability of the financial statements between peri- 
ods has been materially affected by a change in 
accounting principle or by adjustments to correct 
a material misstatement in previously issued finan- 
cial statements. (Ref: par. Al) 

6. The periods included in the auditor's evaluation 
of consistency depend on the periods covered by 
the auditor’s opinion on the financial statements. 
When the auditor’s opinion covers only the current 
period, the auditor should evaluate whether the cur- 


rent-period financial statements are consistent with 
those of the preceding period, regardless of whether 
financial statements for the preceding period are 
presented. When the auditor's opinion covers two 
or more periods, the auditor should evaluate con- 
sistency between such periods and the consisten- 
cy of the earliest period covered by the auditor’s 
opinion with the period prior thereto, if such prior 
period is presented with the financial statements 
being reported upon. The auditor also should eval- 
uate whether the financial statements for the peri- 
ods being reported upon are consistent with 
previously issued financial statements for the rele- 
vant periods. (Ref: par. A2—A3) 


Change in Accounting Principle 

7. The auditor should evaluate a change in account- 

ing principle to determine whether 

a. the newly adopted accounting principle is in 
accordance with the applicable financial report- 
ing framework, 

b. the method of accounting for the effect of the 
change is in accordance with the applicable 
financial reporting framework, 

c. the disclosures related to the accounting change 
are appropriate and adequate, and 

d. the entity has justified that the alternative 
accounting principle is preferable. 

(Ref: par. A4—A6) 
8. Ifthe auditor concludes that the criteria in para- 
graph 7 have been met, and the change in account- 
ing principle has a material effect on the financial 
statements, the auditor should include an empha- 
sis-of-matter paragraph’ in the auditor's report that 
describes the change in accounting principle and 
provides a reference to the entity's disclosure. If the 
criteria in paragraph 7 are not met, the auditor 
should evaluate whether the accounting change 
results in a material misstatement and whether the 
auditor should modify the opinion accordingly? 
(Ref: par. A7—A9) 
9. The auditor should include an emphasis-of-mat- 
ter paragraph relating to a change in accounting 
principle in reports on financial statements in the 
period of the change, and in subsequent periods, 
until the new accounting principle is applied in all 
periods presented. If the change in accounting prin- 
ciple is accounted for by retrospective application 
to the financial statements of all prior periods pre- 
sented, the emphasis-of-matter paragraph is need- 
ed only in the period of such change. 

10. The auditor should evaluate and report on a 

change in accounting estimate that is inseparable 

from the effect of a related change in accounting 
principle like other changes in accounting principle, 
as required by paragraphs 8 and 9. (Ref: par. Al0) 

11. When a change in the reporting entity results 

in financial statements that, in effect, are those of a 

different reporting entity, the auditor should include 

an emphasis-of-matter paragraph in the auditor's 
report that describes the change in the reporting 


1. See paragraphs 6~7 of the clarified SAS Emphasis-of-Matter Para- 
graphs and Other-Matter Paragraphs in the Independent Auditor's Report. 
2. See the clarified SAS Modifications to the Opinion in the Independent 
Auditor's Report. 
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entity and provides a reference to the entity’s dis- 
closure, unless the change in reporting entity results 
from a transaction or event. The requirements in 
paragraph 9 also apply. (Ref: par. Al1) 

12. If an entity’s financial statements contain an 
investment accounted for by the equity method, the 
auditor’s evaluation of consistency should include 
consideration of the investee. If the investee makes 
a change in accounting principle that is material to 
the investing entity’s financial statements, the audi- 
tor should include an emphasis-of-matter paragraph 
in the auditor’s report to describe the change in 
accounting principle. The requirements in para- 
graph 9 also apply. 


Correction of a Material Misstatement in 
Previously Issued Financial Statements 
13. The auditor should include an emphasis-of- 
matter paragraph in the auditor’s report when there 
are adjustments to correct a material misstatement 
in previously issued financial statements. The audi- 
tor should include this type of emphasis-of-matter 
paragraph in the auditor's report when the related 
financial statements are restated to correct the prior 
material misstatement. The paragraph need not be 
repeated in subsequent periods. (Ref: par. Al12—A13) 
14. The emphasis-of-matter paragraph should include 
a. astatement that the previously issued financial 
statements have been restated for the correction 
of a material misstatement in the respective peri- 
od and 
b. areference to the entity’s disclosure of the cor- 
rection of the material misstatement. (Ref: par. 
Al4) 
15. Ifthe financial statement disclosures relating to the 
restatement to correct a material misstatement in pre- 
viously issued financial statements are not adequate, 
the auditor should address the inadequacy of disclo- 
sure as described in the clarified SAS Modifications to 
the Opinion in the Independent Auditor’ Report. 


Change in Classification 

16. The auditor should evaluate a material change 
in financial statement classification and the related 
disclosure to determine whether such a change is also 
either a change in accounting principle or an adjust- 
ment to correct a material misstatement in previous- 
ly issued financial statements. If so, the requirements 
of paragraphs 7-15 apply. (Ref: par. A15-A16) 


APPLICATION AND OTHER 
EXPLANATORY MATERIAL 

Evaluating Consistency (Ref: par. 5-6) 

Al. Unless the auditor’s report explicitly states oth- 
erwise, the auditor's report implies that the auditor 
is satisfied that the comparability of financial state- 
ments between periods has not been materially 
affected by a change in accounting principle or by 
adjustments to correct a material misstatement in 
previously issued financial statements. There may 
be no effect on comparability between or among 
periods because either (a) no change in an account- 
ing principle has occurred, or (b) there has been a 
change in an accounting principle or in the method 
of application, but the effect of the change on the 
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comparability of the financial statements is not 
material. When no material effect on comparabili- 
ty results from a change in accounting principle or 
an adjustment to previously issued financial state- 
ments, the auditor need not refer to consistency in 
the auditor’s report. 

A2. The periods covered in the auditor's evaluation 
of consistency depend on the periods covered by 
the auditor's opinion on the financial statements. If 
an entity presents comparative financial statements 
and has a change in auditors in the current year, the 
auditor evaluates consistency between the year cov- 
ered by the auditor’s opinion and the immediately 
preceding year in accordance with the requirements 
in paragraph 6. 

A3. When an entity accounts for a change in 
accounting principle by applying the principle to 
one or more prior periods that were included in pre- 
viously issued financial statements, as if that prin- 
ciple had always been used (commonly referred to 
as retrospective application), the financial state- 
ments presented generally will be consistent. 
However, the previous periods’ financial statements 
presented with the current period's financial state- 
ments will reflect the change in accounting princi- 
ple and, therefore, will appear different from those 
previous periods’ financial statements on which the 
auditor previously reported. The evaluation 
required by paragraph 6 encompasses previously 
issued financial statements for the relevant periods. 


Change in Accounting Principle (Ref: par. 7) 
A4. A change in accounting principle is a change 
from one accounting principle in accordance with 
the applicable financial reporting framework to 
another accounting principle in accordance with the 
applicable financial reporting framework when (1) 
two or more accounting principles apply or (2) the 
accounting principle formerly used is no longer in 
accordance with the applicable financial reporting 
framework. A change in the method of applying an 
accounting principle also is considered a change in 
accounting principle. 

A5. The applicable financial reporting framework 
usually sets forth the method of accounting for the 
effects of a change in accounting principle and the 
related disclosures. 

A6. The issuance of an accounting pronouncement 
that requires use of a new accounting principle, 
interprets an existing principle, expresses a prefer- 
ence for an accounting principle, or rejects a spe- 
cific principle is sufficient justification for a change 
in accounting principle, as long as the change in 
accounting principle is made in accordance with the 
applicable financial reporting framework. 


Reporting on Changes in Accounting Principles 
(Ref: par. 8-11) 
AT. The following is an example of an emphasis- 
of-matter paragraph for a change in accounting 
principle resulting from the adoption of a new 
accounting pronouncement: 

Emphasis of Matter 

As discussed in Note X to the financial state- 

ments, in [insert year() of financial statements 





that reflect the accounting method change], the 

entity adopted new accounting guidance 

[insert description of new accounting guidance]. 

Our opinion is not modified with respect to 

this matter. 
A8. The following is an example of an emphasis- 
of-matter paragraph when the entity has made a vol- 
untary change in accounting principle (that is, other 
than a change due to the adoption of a new account- 
ing pronouncement). 

Emphasis of Matter 

As discussed in Note X to the financial state- 

ments, the entity has elected to change its 

method of accounting for [describe account- 

ing method change] in [insert year(s) of finan- 

cial statements that reflect the accounting 

method change]. Our opinion is not modi- 

fied with respect to this matter. 
AQ. If a change in accounting principle does not 
have a material effect on the financial statements in 
the current year but the change is expected to have 
a material effect in later years, the auditor is not 
required to recognize the change in the auditor's 
report in the current year. The applicable financial 
reporting framework may include a requirement for 
the entity to disclose such situations in the notes to 
the financial statements. The clarified SAS Forming 
an Opinion and Reporting on Financial Statements and 
the clarified SAS Modifications to the Opinion in the 
Independent Auditor’s Report require the auditor to 
evaluate the appropriateness and adequacy of dis- 
closures in connection with forming an opinion and 
reporting on the financial statements.* 
A10. Paragraph 10 requires the auditor to evaluate 
and report on a change in accounting estimate that 
is inseparable from the effect of a related change in 
accounting principle like other changes in account- 
ing principle. It is sometimes difficult to differenti- 
ate between a change in an accounting estimate and 
a change in an accounting principle because the 
change in accounting estimate may be inseparable 
from the effect of a related change in accounting 
principle. For example, when a change is made to 
the method of depreciation of an asset to reflect a 
change in the estimated future benefit of the asset 
or the pattern of consumption for those benefits, 
such change in accounting may be inseparable from 
a change in estimate. 


Change in Reporting Entity 

A11. A change in reporting entity that results from 

a transaction or event, such as the creation, cessation, 

or complete or partial purchase or disposition of a 

subsidiary or other business unit, does not require 

recognition in the auditor’s report. Examples of a 

change in the reporting entity that is not a result of 

a transaction or event include 

a. presenting consolidated or combined financial 
statements in place of financial statements of 
individual entities. 

b. changing specific subsidiaries that make up the 





3. See paragraph 17 of the clarified SAS Forming an Opinion and 
Reporting on Financial Statements and paragraphs 7 and A7 of the 
clarified SAS Modifications to the Opinion in the Independent Auditor’s 
Report. 
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group of entities for which consolidated finan- 
cial statements are presented. 

c. changing the entities included in combined 
financial statements. 


Correction of a Material Misstatement in 
Previously Issued Financial Statements (Ref: 
par. 13-14) 

Al2. A change from an accounting principle that 
is not in accordance with the applicable financial 
reporting framework to one that is in accordance 
with the applicable financial reporting framework 
is a correction of a misstatement. 

A13. The clarified SAS Subsequent Events and 
Subsequently Discovered Facts addresses the auditor's 
responsibilities when adjustments have been made 
to correct a material misstatement in previously 
issued financial statements. 


Reporting on a Correction of a Material 
Misstatement in Previously Issued Financial 
Statements 
A14. The following is an example of an emphasis- 
of-matter paragraph when there has been a correc- 
tion of a material misstatement in previously issued 
financial statements: 
Emphasis of Matter 
As discussed in Note X to the financial state- 
ments, the 20X2 financial statements have 
been restated to correct a misstatement. Our 
opinion is not modified with respect to this 
matter. 


Change in Classification (Ref: par. 16) 

A15. Changes in classification in previously issued 
financial statements do not require recognition in 
the auditor’s report unless the change represents the 
correction of a material misstatement or a change 
in accounting principle. For example, certain reclas- 
sifications in previously issued financial statements, 
such as reclassifications of debt from long-term to 
short-term or reclassificaticns of cash flows from the 
operating activities category to the financing activ- 
ities category, might occur because those items were 
classified incorrectly in the previously issued finan- 
cial statements. In such situations, the reclassifica- 
tion also is the correction of a misstatement. 

A16. In some cases, changes in classification in pre- 
viously issued financial statements may result from 
changes in the entity’s business or operating struc- 
ture. The auditor may need to obtain a further 
understanding of the underlying rationale for such 
reclassifications to determine whether the require- 
ments of paragraph 16 apply. 


AMENDMENTS TO IMPLEMENTING 
RESOLUTIONS OF COUNCIL 


At the Spring 2010 meeting of Council, Council 
approved an amendment to the Implementing 
Resolution under Bylaw Section 3.6-Committees, 
which changed the name of the Accounting Standards 
Executive Committee to the Financial Reporting 
Executive Committee. Council also adopted an 


OFFICIAL RELEASES 


amendment to the Implementing Resolution under 
Bylaw Section 2.6-International Associates. The text 
of the revised resolutions is set out below. New lan- 
guage is underlined, deleted text is stricken. 


Implementing Resolutions/Under 
Section 3.6 Committees 


Resolved: 


(1) That the following be designated as senior com- 
mittees and boards: 


Accounting and review services committee* 

Financial reporting executive committee* 

Assurance services executive committee* 

Auditing standards board* 

Board of examiners* 

Center for audit quality governing board* 

Employee benefit plans audit quality center exec- 
utive committee 

Forensic and valuation services executive committee* 

Government audit quality center executive commit- 
tee 

Information technology executive committee 

Management consulting services executive commit- 
tees 

National Accreditation Commission 

Peer review board* 

Personal financial planning executive committee* 

Private companies practice executive committee* 

Professional ethics executive committee* 

Tax executive committee* 


Note: *Indicates a senior committee which is 
authorized to make statements without clearance 
with the Council or the Board of Directors in mat- 
ters related to its area of practice. 


* KK 


Implementing Resolution Under 2.6 
International Associates 


BL Section 260R 


Implementing Resolution Under Section 2.6 
International Associates 


That e-new-eategery-ef membership in the non- 
voting international associate be category created 


pursuant to bylaw section 2.6 emd-made shall be 


available to etleertitied- publesceoumtantcerebat 
. fe ie ; 
deeernatienal-Federationoblecoumtant EA any 
individual who holds a valid non-U.S. accounting 
credential from a professional organization, govern- 
mental entity or similar accountancy body with 
which the AICPA Board of Directors has approved 


a recognition agreement, and who ate is of good 
moral character and de does not hold a CPA cer- 


tificate issued by a U.S. jurisdiction and who meets 
either the CPE requirement for a CPA or its equiv- 


alent in the individual's home country or for an 
AICPA member. If reasonably practicable and 
appropriate, exeeprferveting eclsibility-ferea-seat 

C 4 bk Lies Based 
efDirectors, all ethex member benefits will be made 
available to international associates, except for vot- 


ing, eligibility for a seat on Council and as a non- 
public member of the Board of Directors. 


BE IT FURTHER RESOLVED, That any individual 
who was an international associate as of May 25, 
2010 shall be eligible to continue as a member of 
the international associate category. 


BYLAW AMENDMENT 


On October 8, 2010 the members approved a pro- 
posed amendment to Section 2.2 of the AICPA 
bylaws. The amended Section 2.2 of the bylaws as 
set out below. New language is underlined. 


AICPA Bylaw Section 220 
2.2 Requirements for Admission to Membership 


Persons may qualify for admission as members of 
the Institute if they satisfy the criteria listed below: 
2.2.1 They are in possession of a valid and unre- 
voked certified public accountant certificate 
issued by a legally constituted authority, or at any 
time possessed the certificate described herein and 
the certificate was not revoked as a result of a dis- 
ciplinary action, or meet the education, examina- 
tion and experience requirements set out in the 
Uniform Accountancy Act and who are of good 
moral character and have never been granted a 


right to practice, 
2.2.2 They have passed an examination in account- 


ing and other related subjects satisfactory to the 
Board of Directors, and 

2.2.3 With respect to those persons who are 
engaged in the practice of public accounting as an 
owner or as an employee who has been licensed as 
a CPA for more than two years, either they are prac- 
ticing in a firm that is enrolled in an Institute- 
approved practice-monitoring program if the 
services performed by such a firm are within the 
scope of the AICPA’s practice-monitoring standards 
and the firm issues reports purporting to be in 
accordance with AICPA professional standards, or 
if authorized by Council, are themselves enrolled 
in such a program. 

2.2.4 With respect to persons who first become eli- 
gible to take the examination required by section 
2.2.2 after the year 2012, they shall have obtained 
150 semester hours of education at an accredited 
college or university including a bachelor’s degree 
or its equivalent. After 2012, a person who does not 
meet the educational requirement set out in this sec- 
tion shall, nonetheless, be eligible for membership 
upon enactment (regardless of the effective date) of 
the education requirement set out in this section by 
the state which grants the certificate required under 
section 2.2.1. 





www.journalofaccountancy.com 


July 2011 Journal of Accountancy 101 








Positions Available 


Accountant for hotel in Manhattan, NY. Prepare 
monthly financial statements /analysis / budgeting, 
forecasting and bank reconciliations. Supervise book- 
keeping duties. Prepare journal entries. Assist with 
preparation / maintenance of annual budgets. Full-time, 
Mon-Fri. Requirements: Bachelor’s or equivalent in 
Accounting and 5 years’ progressive experience in job or 
related. Fax resume to: Hampton Inn Times Square 
North, (646) 710-5878, Attn: HR Manager. 


Budget Analyst, Astoria (F/T). Analyze accounting 
reports, run cost benefit analyses, review operating 
budgets. MS required. Mail resume to: Titan Foods Inc. 
25-56 3ist St, Astoria, NY 11102. 


Financial Manager with M.B.A in area of finance, 2 
years’ experience in an area of finance, and Korean lan- 
guage skills. Some travel required. Direct financial activi- 
ties of company headquarters and supervise financial activi- 
ties at other offices. Prepare financial statements, budgets, 
and reports. Supervise billing, payroll, collections, and 
budgeting. Coordinate audits. Authorize disbursement re- 
quests. Ensure accuracy of records. Address: Ben’s 
Beauty Supply, 5631 Hartsdale Dr., Houston, TX 77036. 
Full-time position. Call David Yoon, President, at: (713) 
789-0025 for interview. 











Accountant - Perform general accounting duties; prepar- 
ing balance sheets, profit and loss statements, federal and 
state tax returns and annual budget. Analyze past/present 
financial operations and project future revenues using re- 
gression and variance analysis. Required: Associates in Ac- 
counting or Business Administration or foreign equivalent, 
plus 2 years’ experience in job or related positions. 40 
hours/week. Job/interview site: Bullhead City, AZ. Send 
resume to: AAN Enterprises LLC dba Bullhead City Food- 
mart at: aanbhc@yahoo.com 


Accounting Manager - Bachelor Degree in Business or 
Accounting, 5 years’ experience, partly in non-profit setting. 
Send resume to Christian Alliance for Humanitarian Aid, 
Inc. Attn: Dr. Rodney Anderson, 2339 Commerce St., 
Houston, TX 77002. 


PRODUCTS/SERVICES 


OPPORTUNITIES 





Books/ Publications 


www.501c3Book.com IRS Form 1023. Samples, 
worksheets, links. Options after automatic revocation. 
Immediate download. 


Business Opportunities 


Massive Cash! Returning calls. No selling. No explain- 
ing. No convincing. (Helping clients). (641) 715-3900, 
ext. 45510#. 


Business/Professional Services 


Peer Review Services — High quality, practical approach. 
Peer reviews since 1990. Review teams with recognized 
experts in the profession. David C. Pitcher, CPA / 
Gregory A. Miller, CPA; Davie Kaplan, CPA, P.C. 
(585) 454-4161, www.daviekaplan.com 











Education 


}¢ 100% ONLINE - No Residency Requirement 

MON ear 

|e Earn CPE Credit 

| * No Study Required During Tax Filing Season. a 
MEMO Clem ty bl $11, SLE AT seas: 


Flexible Online Program Designed for 
Busy Accounting Professionals 


A) William Howard Taft 


U iver itty 
Learn More at: 


‘Call Toll Free: (877) 894-TAFT (8238)  www.Taft.edu 


Marketing 


IMPROVE YOUR 
iV Os CO) e 


1-Day Marketing Program 
* Custom Websites 














* Practice Management 


Learn how to improve the 
quality of your CPA practice! 


Gskcksp cr TIT Ue a 
www. buildyourfirm.com 






START-A-PRACTICE 


Frank Salman CPA: 
1) Started & operated 5 accounting practices. 


2) Individually assisted over 2000 CPAs develop 
their practice. 


3) Appeared in Wall Street Journal and JOA 
(April 2006 Start Your Own Practice). 


“As we just concluded our first full year, 
| am pleased to let you know that we 
achieved our goal of generating 
$200,000 in revenue from high-quality 


clients.” 
Kent, CPA, Las Vegas 


6 hours of CPE for $99 


CALL TODAY: 760-952-2491 
www.AccountantsMarketing.com 


Start Your CFO Services Practice - Comprehensive 
marketing system! Contact Ren Carlton today, 
www.globalcfos.com (800) 440-5266. 








Marketing 


Who wants to be : 
a Millionaire? 


NCI has created more million dollar plus 
practices than anyone EVER in our industry. 


So be it for a million dollar plus firm or 
an additional $50,000 in business, 
NCI has a proven marketing pian 
to make a millionaire out of you. 


$ Guaranteed increases of $50,000 to $300,000, plus 
money-back guarantee 


$ Thousands of successful programs implemented nationwide 
$ Turnkey marketing programs installed at your location 
$ Ongoing support without ongoing fees 
for free information call 
1-888-New Clients (1-888-639-2543) 


View our Millionaire video testimonials at 
www.newclientsinc.com 


NCI New Clients, Inc. 
Powering Your Growth 


Practice Development 


FREE REPORT: The Seven Keys to Success in 
CPA Firm Management. Download from: www.cpa 
trendlines.com/seven-keys-research 





CAPSTONE SALES SERIES: Webcasts on thumb 
drive. Identify prospects. Sales techniques. Persuasive 
proposals. www.capstonemarketing.com/sales 


Practices For Sale 


PAY LESS 
To Sell pO Practice 


Ready to Sell? Why Pay More? 
offers outstanding 


service for less. 
We provide: 
$ Lower commission rate (call to see just how low!) 
$ Huge database of qualified buyers 
$ Expert negotiators — hundreds of successful sales 
completed 
for more information call 
1-888-New Clients (1-388-639-2543) 


Looking to Buy? go to: www.newclientsinc.com 


New Clients, Inc. 
Powering Your Growth 


joa@russelljohns.com 
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For classified advertising 

information, contact: 

(800) 237-9651, ext. 258, (727) 443-7667 

PEGs Ate ea el ela mores www.russelljohns.com 


Buy-Sell-Merge 
25+ Years Nationwide Service 


100% Financing Available 


800-729-9031 


www.cpasales.com 





Central FL CPA practice for sale, gross fees 
$700,000. Email inquiries to: cfcpa4sale@gmail. 
com 


Start Your CFO Services Practice - Comprehensive 


marketing system! Contact Ren Carlton today, 
www.globalcfos.com (800) 440-5266. 


) AccountingBroker 
= Acquisition Group” 
Maximize Value When You Sell Your Firm 


: 100% of Our Brokers 
| are Ex-Big 4 CPA’s. 


| 800.419.1223 


ountingbroker.com 


EH eRe a 
a ee ee 


Do you know your audience? 
We do - all 500,000 of them and Journal 
_ of Accountancy will help you reach that 
audience and get the results you need. 


For further information, 
please contact us: 
(800) 237-9851 
Fax: (727) 445-9380 
Email: joa@russelljohns.com 
www.russelljohns.com 


www.journalofaccountancy.com 
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THE LAST WORD 


As an immigrant to the United States, | have learned to love 
this country. Yet, it’s important to me to remain connected to my 
homeland. Being involved in the Indian community in the Los 
Angeles area is one way to do that. When I was given the oppor- 
tunity to participate as a member of the board of directors of the 
Indian Film Festival of Los Angeles (IFFLA), I happily took it, 
because my participation not only gives me a connection, it 
allows me to give back to my community, too. 


My wife and | are from India, where we were both chartered 
accountants (CA), which is the Indian equivalent of being a CPA 
here in the United States. To be a CA, one has to have a back- 
ground in accounting and work for a chartered accounting firm 
for three years and pass a very difficult chartered accountancy 


g 


test. (The success rate for first-time CA test tak- 
ers is approximately 5%.) 


Approximately 18 years ago, my wife and | 
decided to pursue our careers in the United 
States. Although Indian GAAP is different than 
U.S. GAAP, a majority of the accounting princi- 
ples are the same in both countries. But to clear 
the CPA exam, we had to learn U.S. tax laws. It 
was our good fortune to pass the exam in our 
first year as residents in the United States. After 
working in New York for a few years, we made 
the move to California. Subsequently, I joined 
Gumbiner Savett, where I am a partner. (My 
wife, Roopa, runs her own small CPA firm.) 


Gumbiner Savett is a large, local Southern 
California CPA firm whose clients are entrepre- 
neurs, owner-operated and publicly held com- 
panies, including many in the entertainment 
industry. I am passionate about helping my clients. Besides tak- 
ing care of their compliance needs of preparing financial state- 
ments and tax returns, I focus on value addition and whole-brain 
thinking, which my clients love and appreciate. I work with 
clients in a variety of industries, including the entertainment 
industry. 


| began going to IFFLA a few years ago, just to watch the 
movies. Two years ago, I was asked to join the board, which was 
in need of a CPA with entertainment-industry experience who 
could help advise the festival on financial issues, including 
fundraising. IFFLA is a nonprofit organization and was launched 
nine years ago as a portal between Hollywood and Bollywood, 


pea aes 





Shreedhar Kothari, CPA 
Vice President, 
Gumbiner Savett Inc. 
Santa Monica, Calif. 


the second-largest entertainment industry in the world. The fes- 
tival celebrates the best of Indian cinema in various categories, 
such as feature films, documentaries and shorts. The movies 
often depict social and political issues as story lines, such as 
Peepli Live, a movie at this year’s festival about the struggles of 
Indian farmers taking extreme measures because self-serving 
politicians are unwilling to address their plight. IFFLA is the 
largest Indian film festival in North America and this year attract- 
ed more than 8,000 movie viewers. Many of the films, all shown 
at the ArcLight Hollywood theater, were sold out. It is worthy to 
note that the festival now attracts a more mainstream audience, 
not just Asian. 


As the reputation of the festival has increased, so have the 
number of film entries. It's a huge task for the 
executive director, Christina Marouda, her staff 
and volunteers to screen the films and decide 
which ones make it to the actual festival. The 
end of one festival marks the beginning prepara- 
tions of the next. 


APRIL. 20-35 TOIO 


Money raised by the board and the organiza- 
tion is not just for the weeklong festival. It is 
also used to run the one-on-one program that 
puts participating filmmakers in front of profes- 
sionals from major and independent production 
houses and distribution companies; educational 
seminars; and for an awards ceremony to recog- 
nize the achievements of executives who have 
contributed to the entertainment industry in 
India. 





My involvement as a board member allows 
me to assist the festival using my profes- 
sional knowledge. I am able to advise the festival on a variety of 
accounting and tax issues, and I also prepare the tax returns for 
the festival. My firm has been very supportive of my involve- 
ment, even this past year when the festival took place during the 
last week of the tax busy season. 


I truly enjoy the entertainment industry, and | really love 
watching the films at the festival. They help me remain con- 
nected to my homeland, something near and dear to my heart. 
Being on the IFFLA board, I have found a way to give back to my 
community in a way that I enjoy and cherish. It’s a good feeling. 
—As told to Linda Segall, linda@segallenterprises.com, 

a freelance writer from Jacksonville, Fla. 
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What's Your Story? 


Highlight your expertise, practice or firm in the 


& 
AICPA’s first financial literacy book for families. 360de rees 
; of Financial Literacy 
In honor of its 125th anniversary, the AICPA will publish a book, “American Institute of CPAs 
tentatively entitled Financially Fit Families, to help families better 


understand their finances with lessons from the experts: CPAs. 360 Degrees of Financial 
Literacy is a volunteer effort 


of the nation’s Certified Public 


Financially Fit Families will be edited by world-renown author and 
Accountants to help Americans 


National CPA Financial Literacy Commission member Sharon Lechter, : 
understand their personal 
whose best-selling books include Three Feet from Gold and Rich Dad 


finances and develop money 
Poor Dad as well as the newly released Outwitting the Devil. Your management skills. 

stories and lessons about savings, planning for big-picture purchases, 

paying for college and teaching children healthy and life-long money 

habits will be the centerpiece of the AICPA’s first foray into the 

consumer book market. This is your chance to teach consumers 


the ins and outs of personal finances. 


For more information on how you can write 
a submission for Financially Fit Families, visit 


aicpa.org/financialliteracy. 


aicpa.org/financialliteracy 
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